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In connection with a project recent- 
ly undertaken by the American Insti- 
tute of Certified Public Accountants, 
an attempt was made to test public 
opinion and ascertain, among other 
concepts, the image of the accounting 
profession in the mind of the typical 
business or community leader. The 
results of the survey are not all flat- 
tering. 

It is a temptation to think that the 
publie’s conception of the professional 
accountant is based upon the rather 
infrequent instances in which charac- 
ters in novels, movies and television 
shows are identified as accountants 
or CPAs, and that the characteriza- 
tions are unfair. In truth, however, it 
should be recognized that generally a 
writer will present his characters in 
a form which he believes will be ac- 
cepted by the reading or viewing 
public as true to hfe. The members 
of the accounting profession are at 
least partially responsible for the fic- 
tional characters. If we do not like 
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the way we are portrayed, we should 
take time for critical self-examination. 

When considering what can be done 
about the publhe image of an ‘‘ac- 
countant,’” one specific suggestion 1s 
to undertake to establish a clear dis- 
tinction between a Certified Publ 
Accountant and an accountant who 
does not have this basis for recog- 
nition. Although business and com- 
munity leaders may be aware of the 
fact that there is a difference between 
CPAs and non-CP As, the finer aspects 
of the distinction are seldom fully 
appreciated. Further, in many in- 
stanees a man may be known in his 
community as an ‘‘accountant’’ with- 
out even his friends and associates 
being able to state whether or not he 
isa CPA. To put it somewhat harshly, 
the status of beig a Certified Pubhe 
Accountant is not universally recog- 
nized as being significant, and at times 
a CPA may not act as though he him- 
self recognizes the significance. 

Individually the CPA has a re- 
sponsibility in conducting himself so 
that he will be remembered as a pro- 
fessional man, and there is little that 
a Society such as ours can do to help. 
For present purposes technical pro- 
ficiency in whatever is undertaken 
(the President’s Page in the last issue 
made reference to the ‘‘average’’ 
CPA) will be conceded, but that is 
not enough. 

At social functions many profes- 
sional accountants tend to avoid any 
show of humor and to forget they need 
not continue their on-duty attitude 
of making an audit or a critical man- 
agement survey. The CPA may have 
to put forth more effort than other 
professional men to be accepted as a 


iw) 


fellow member of society rather than 
as a machine which may or may not 
possess normal human traits. The 
reading of current best sellers and 
being generally informed as to recent 
developments in world affairs, local 
politics, the arts and sciences will be 
a big help. An interest in sports is 
presumed, even though the presump- 
tion may not be justified. 

In community activities the CPA 
should demonstrate an ability to ap- 
preciate all of the details encountered 
in the operation of the institutes with 
which he is associated. There is more 
to the functioning of a church, scout- 
ing, PTA, or other community organ- 
ization than the solution of financial 
problems. The true professional man 
will be willing to assume responsibility 
in any area where help is needed. 

In business contacts the profes- 
sional man who will be remembered 
as an individual is not necessarily 
the one who has made the shrewdest 
suggestion at a critical moment. No 
business accomplshment is entirely 
the result of any one decision. When 
success 1s achieved, all of the par- 
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ticipants in an undertaking will take 
satisfaction from what has been ac- 
complished. The associate most re- 
spected and best remembered when 
the job is finished will be the individ- 
ual who has consistently made con- 
tributions but has not sought ways of 
overshadowing or minimizing the con- 
tributions of others. 

The foregoing observations might 
all be summarized by stating that even 
though the CPA be always technically 
proficient—that feature of his work 
is indispensable—the public image we 
are seeking will be achieved only 
when adequate attention has been 
given to personality development. 
The essential element in this under- 


taking is for each member of the pro-- 
fession to determine the kind of man_ 


he wants to be, and then to devote 
his time and energies in social, com-— 


munity, and business activities so as to 
portray his own mental image. 


| There can be no question that ac- 
ounting data are able to serve the 
aterpretative needs of business. There 
nay be reason to doubt, however, that 
he accountant is an interpreter 
2arching for meaning and significance 
eneath account data. It would be 
loser to the fact if he were considered 
0 be an analyst who undertakes to 
esolve a complex into more under- 
tandable form. 

Accounting has performed an analy- 
ical function throughout its centuries 
f use. It was initially developed to 
aake an enterprise more understand- 
ble; primarily its chief forces have 
een, and still are, toward enterprise 
ianagement. The method has been 
ne of classifying and compressing 
ata of prior enterprise experience. 
‘he assembled data are then organized 
1 ways that indicate natural inter- 
elations and contrasts. But those 
ata, where compacted and communi- 
ated, still await interpretation. Even 
fter critical examination (audit) and 
ertification, the financial statements 
epresent an effort to marshal data 
nalytically. 

Within an enterprise its factual ex- 
erience may be analytically organ- 
red in any way that may aid man- 
gement in making decisions. This 
ume mass of basic data, however, is 
ot available for interpretative study 
utside the enterprise. It may be that 


THE INTERPRETATIVE FUNCTION 


By A. C. Lirrteton 


this difference in data availability, 
during the years while professional 
accounting has been developing, has 
stimulated a desire to organize finan- 
cial statements in ways which could 
cue the reader toward interpretative 
consideration of various significant 
data relationships. Certainly modern 
statements, in contrast to the earlier 
presentations, seem to point in this 
direction. 

Is there any limit to this kind of 
improved communieéation through 
financial statements? Must account- 
ing be continually innovated toward 
more analysis and interpretation? 
Has not one section of contemporary 
literature been critical of accounting 
realism because of a belief that ac- 
counting has an underdeveloped inter- 
pretative mission ? 


PRESSURES OF INFLATION 


In some of the literature lies the 
implication that accounting has con- 
tributed to contemporary monetary 
inflation. To some a collateral belief 
is suggested: that reform of account- 
ing proceduce (with respect to in- 
vested-cost dollars) would influence 
people in authority to take steps that 
would mitigate the inflationary trend. 
On the other hand, it may be that 
the matter really at issue is not ac- 
counting’s responsibility for fostering 
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price inflation, but rather a ques- 
tion of the real value of the function 
of accounting and of the professional 
accountant. 

Tf it were merely a matter of choos- 
ing one setting or another for defining 
function, this kind of choice might be 
thought available: (1) Accounting 
should be considered a classification 
apparatus designed to produce, by the 
analysis of enterprise transactions, 
certain arrangements of quantitative 
data which help make the enterprise- 
complex understandable. (2) Account- 
ing methodology should be developed 
so far as is possible in the direction 
of meaningful interpretations of enter- 
prise data appropriate to the differing 
needs of various users. But mere defi- 
nition is not conclusive. 

It is unlikely that any one belief 
or purpose would have motivated all 
the contributions to the continuing 
debate on common-dollar accounting. 
A variety of reasons can be con- 
jectured : 

(1) To help awaken the public to the 
seriousness of a continuing expansion 
of the currency and of the 
price levels. 


rise in 


To stimulate constructive considera- 
tion of the effects of the ideological, 
financial, political, and emotional 
pressures that foster inflation, 

To show that acceptance of new ele- 
ments of methodology could further 
inerease the service accounting can 
render the users of its data. 

To reveal the impact of changing 
price levels so forcibly that the pres- 
tige of the Internal Revenue Service 
and the Securities and Exchange 
Commission would support wide ac- 
ceptance of modified accounting 
methodology. 


(3) 


(4) 


Conjecture evaluting results to date 
might include such thoughts as the 
following : 

(1) Direct reform in ledger account usage 

was not argued in the literature; al- 


though this approach was seldom ruled) 
out, it was sometimes implied. 
Various types of inflation impae 
disclosure were suggested, the simplest) 
being use of footnotes, the most com-) 
prehensive being use of full scale sup 
plementary financial statements.’ 
One of the simpler types of disclosure 
of the inflation impact upon depre- 
ciation charges has been accepted by 
the Securities and Exchange Com- 
mission for some recent financial) 
statements.” By agreeing to certain 
statement amendments, the Commis- 
sion has shown a _ disposition taj 
accept the appropriation of net im- 
come method and to disapprove depre- 
ciation adjustments in the computa+ 
tion of net income. 


(2) 


(3) 


It is clear that debate can stimulat 
a variety of ideas; rational judgment 
and satisfactory choices among alter. 
natives can follow. Therefore, it ma 
be reasonable to believe that this 
debate may have played a_ par 
(though still unmeasurable) in stimu 
lating a public awareness, such as now 
seems to be growing, of the dangers 
of cumulative monetary inflation. I 
seems doubtful, however, whethe 
many readers were impressed by im. 
plications, observable here and there 
in the literature, that accounting 
methodology as such possesses th 
power, through self-reform, effectively 
to modify an inflationary trend. 


Two TECHNIQUES OF ANALYSIS 

A matter less evident than the fae} 
of a present monetary inflation als¢ 
hes unperceived beneath this debate} 


As was indicated in earlier para} 
graphs, this involves the questio 


whether two techniques—that of ana 
lytically marshalling data and that o4 
interpreting meaning from those datd 


1The latter approach was suggested as earh 
as 1920 by Professor W. A. Paton in The Journa 
of Accountancy for July of that year. 
2“Prica Level Depreciation in Annual State 
ments,” The Journal of Accowntancy, Vol. 108 
No. 3, pp. 16, 18. 


have become unwisely intermixed 
n accounting during its significant 
srowth over the past fifty years. 

As interest in accounting research 
continues to grow, consideration of 
mderlying fundamentals in addition 
o ‘“‘postulates and  conventions”’ 
vould seem very apropriate. If anal- 
sis and interpretation are basically 
lifferent, as seems quite likely, their 
ontinued intermixing seems to invite 
confusion concerning the limits of the 
ecountinge function. 

Even if the two are ultimately 
udged separate phases of one fune- 
ion, each phase would have a distinet 
ontribution to make. And_ each 
hhould be separately recognized ; each 
hould become a recognized part of 
raining for accounting careers. 
Some recent thoughts by Professor 
2aton appear to lend support to the 
dea of further consideration of inter- 
yretation as a technique. Manage- 
nent may sometime find it necessary, 
1e writes, ‘‘to develop staffs of eco- 
1omic analysts who can stand between 
hem and their accountants and do 
he job of converting and interpreting 
he raw heterogeneous data of conven- 
ional reports furnish certain 
ypes of interpretations of the under- 
ying financial data.’’ * 

It steadily becomes more obvious 
hat the mere accumulations of data 
n ledger accounts and the communi- 
ation of the compressed essence of 
ecount data (balance sheets and in- 
ome statements) are not enough. The 
ask still remains for management 
nternally and investors externally to 
xtract from the total data available 
o them such understanding of the 
nterprise as may help them make 
sw. A. Paton, “Depreciation—Concept and 


leasurement,”’ The Journal of Accountancy, Vol. 
08, No. 4, pp. 38-43. 
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wise decisions regarding their respec- 
tive problems. 

It is clear that accounting operates 
within limits; it cannot be all things 
to all men. Accounting is a service 
technology, to be sure, yet not in the 
sense of being able to furnish those 
figures that one would most like to see. 
A significant limitation lies in the fact 
that accounting must present depend- 
able figure-symbols to the interpreter. 
Accounting cannot provide the sym- 
bols and at the same time penetrate 
the significance of the pattern made 
by these symbols to all interested 
parties. 


SUPPLEMENTARY INTERPRETATION 


The usual financial statements are 
analytical patterns of symbols; they 
are familiar yet in need of careful 
interpretation. The idea of supple- 
mentary statements stated in terms of 
current dollars is nearly forty years 
old and has been studied intensely in 
recent years; they offer a promising 
interpretative adjunct to the financial 
statements. That so little use has been 
made of this device in published com- 
pany reports and that no published 
reasons for this hesitation have ap- 
peared is puzzling. 

Some part of accounting research 
activities might well be directed 
toward throwing some light on this 
matter of mixing the analytical mar- 
shalling of financial and operating 
data with the interpretative extracting 
of meaning from those data. Perhaps 
there are in fact two types of tech- 
niques here; perhaps differently 
trained personnel should manage each 
technique: people trained in business 
and accounting and people trained in 
economics and statistics. Should the 
functions be separated, combined, or 
coordinated? Should people espe- 
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cially trained in different areas also 
become thoroughly trained in the tech- 
nology of the other party ? 

The basic techniques of accounting 
may seem purely statistical in nature 
to some people. This invites the belief 
that its statistical operation could 
easily be expanded and made more 
interpretative, but there is another 
side. The apparently statistical tech- 
niques of accounting deal, not with 
interpretation as such, but rather pre- 
cede and prepare for the interpreta- 
tion. These techniques include trans- 
action analysis category integration, 
data organization and communication, 
audit and certification. These are 
much less statistical than they may 
seem. 


Lim1rtinc CONSIDERATIONS 


The lmiting controls that form 
part of accounting are very significant 
aspects of this technology. The raw 
data are objective if restricted to those 
originating from the decision-actions 
of the management of a given enter- 
prise. Thus they ean tell of enterprise 
effort and accomplishment and of 
financial status. By restricting the 
raw data to exchange-priced trans- 
actions with outside interests, enter- 
prise data are rendered arthimetically 
homogeneous, and thereby attain a 
needed capacity for being analytically 
marshalled into a variety of inform- 
ative summaries. 

In essence, the analytical techniques 
exist, not for the sake of the statistical 
data, but in order that an enterprise 
may become understandable from a 
study of the integrated data growing 
out of prior experience of that enter- 
prise. The data resulting from enter- 
prise experience are highly complex, 
because of the diversity of trans- 
actions and from their grouping into 


highly integrated classification cate- 
gories. This complexity is only super- 
ficially visible in the financial state- 
ments. Yet penetration to the signifi f 
cance beneath the marshalled figures f 
requires a knowledge of the intricate } 
interrelationships among the data and} 
of the enterprise changes that are re- 
flected in them. 
People within an enterprise have} 
access to voluminous detail in the ae-; 
counts and original records. People 
outside the enterprise, especially those 
working in the money market, find? 
relatively little analytical data acces-| 
sible upon which to base their studies } 
except those disclosed in the published} 
reports. This situation has undoubted- 
’ 


, 
4 


ly influenced the evolution of financial] 
statements. Modern data summaries} 
are much more helpful to interpreta- 
tion than those of fifty years ago. 
Yet reporting seems to be approaching } 
a limit in this respect. For surely it} 
would not be constructive to recast} 
financial statements into other ar- 
rangements of statistical data at the 
price of the loss of the present close! 
integration of real and nominal ae-} 
counts. Business certainly would re- 
sist the idea of publishing all of the 
interpretative studies completed or} 
possible within an enterprise. There} 
would seem to be more in the term 
‘“private enterprise’’ than scattered 
ownership of its capital securities. 


POSSIBLE SOLUTIONS 


What can be done? Can interpre- 
tation be separated from analytical| 
marshalling? Supplementary  state-} 
ment techniques seem to have been 
ignored. Have they been forever re- 
jected? Can interpretative elements 
injected into financial statements be 
separated ? 


The lifo method of inventory ac- 
ounting may be mentioned as an ex- 
mple of an interpretative element 
hat has gradually been promoted into 
reneral acceptance in many areas by 
farious authorities. Yet this is more 
nm expedient interpretation than a 
ogical, analytical part or essence of 
rior enterprise experience; it affects 
he reported amount of the cost of 
roods sold through an arbitrary ad- 
ustment of the asset account for goods 
10t yet sold. Some kind of service to 
ome statement users is no doubt per- 
formed by this sort of inventory ac- 
counting and, at least in theory, it is 
hought to affect the calculation of 
The most significant 
oint, however, is the fact that this 
dea permits the introduction of an 
nterpretative element into the midst 


neome taxes. 


ft otherwise marshalled 


nterprise-experience data. 


logically 
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CONCLUSION 

Careful consideration of analysis 
and interpretation probably will show 
them separate in function with each 
requiring a different technique for its 
different function. When this is estab- 
lished, it would be particularly appro- 
priate to propose a variety of supple- 
mentary disclosures to the usual finan- 
cial statements, the latter being held 
sharply to analytical marshalling of 
prior enterprise experience. 

The wide development and exten- 
sive use of supplementary interpreta- 
tive information would have to face 
practical limits. What information 
could readers best use? How much of 
such information would it be feasible 
for businessmen to disclose? What 
kind of reasonable compromise could 
be found between these probably con- 
flicting views? The determination of 
the correct response to these questions 
is the great task currently facing the 
accounting profession. 


INTERNAL CONTROL 
EVALUATION METHODS 


By Ropert F. DickEy 


Proper evaluation of the client’s 
existing internal control for reliance 
thereon by the auditor, the second of 
three standards of field work, is essen- 
tial to examinations performed in 
accordance with generally accepted 
auditing standards. The reliance an 
independent auditor places upon the 
client’s system of internal control in- 
fluences his selection of auditing pro- 
cedures and his determination of the 
extent of tests to be applied. Therefore, 
proper evaluation of the existing in- 
ternal control is necessary for the 
performance of competent auditing 
field work based upon tests and 
samples which, in accordance with 
generally accepted auditing stand- 
ards, may be made in lieu of complete 
checks of accounting records. 

A very effective aid used in this con- 
nection is an internal control question- 
naire. Many accounting firms use 
printed questionnaires which provide 
for the names of the client’s employees 
to be listed in response to questions 
concerning typical duties and respon- 
sibilities and for conclusions with re- 
gard to the adequacy of the con- 
trols in specific situations to be in- 
dicated therein. A few accounting 
firms use internal control question- 
naires or check lists prepared specifi- 
cally for each auditing engagement. 


Others use neither questionnaires nor 
check lists but instead prepare written 
comments pertaining to controls and 
conclusions with respect thereto. In 
any event, the extent of the auditor’s 
testing and sampling is based in the 
first instance on the effectiveness of 
the internal control as indicated by 
the questionnaire or its equivalent, 
which is usually completed by inquiry 
directed to one or only a few persons 
in the client’s organization. Sub- 
sequently, the results of the auditor’s 
tests and samples, which serve also 
as a means of evaluating the effective- 
ness of the controls, are compared 
with the questionnaire for the pur- 
pose of making any necessary changes 
in the initial conclusions with regard 
to adequacy and for the purpose of 
planning additional tests and samples 
if considered necessary. In short, in- 
ternal control questionnaires or their 
equivalents are designed to show the 
auditor the circumstanees to which 
accountants refer in the second sen- 
tence of their short-form reports 
which reads in part, ‘‘as we considered 
necessary in the circumstances.”’ 
Generally, these circumstances are de- 
scribed individually as situations; the 
good situations are subjected to mini- 
mum tests and the bad situations to 
extensive tests. 
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DEFINITION oF INTERNAL ConTROL 


Before considering internal control 
evaluation methods, attention should 
e directed to the definition of internal 
ontrol issued in 1949 by the Commit- 
tee on Auditing Procedure of the 
American Institute of Certified Public 
Accountants in a special report en- 
titled ‘‘ Internal Control,’’ as follows: 


| “*Tnternal control comprises the plan 
of organization and all of the co-ordinate 
methods and measures adopted within a 
business to safeguard its assets, check the 
accuracy and reliability of its accounting 
data, promote operational efficiency, and 
encourage adherence to prescribed mana- 
gerial policies. This definition possibly is 
broader than the meaning sometimes at- 
tributed to the term. It recognizes that a 
‘¢system’’ of internal control extends be- 
yond those matters which relate directly 
- to the functions of the accounting and 
financial departments. Such a system 
might include budgetary control, standard 
costs, periodic operating reports, statis- 
tical analyses and the dissemination there- 
of, a training program designed to aid 
personnel in meeting their responsibilities, 
and an internal audit staff to provide 
additional assurance to management as to 
the adequacy of its outlined procedures 
and the extent to which they are being 
effectively carried out. It properly com- 
prehends activities in other fields as, for 
example, time and motion studies which 
are of an engineering nature, and use of 
quality controls through a system of inspec- 
tion which fundamentally is a production 
function.’’ 


Routine TEsts 


Inspection of selected source docu- 
ments, tests of original entries in ac- 
counting records, proofs of selected 
additions and extensions, and tests 
of accumulations of accounting data 
are an important part of the auditor’s 
evaluation of internal control. Tests 
of this sort should be sufficient to en- 
able the auditor to satisfy himself 
with respect to many particular situa- 
tions as indicated by the internal con- 
trol questionnaire; they should, how- 
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ever, not be unnecessarily extensive, 
that is, to the point where the costs 
of auditing are not commensurate 
with the benefits to be derived there- 
from. Good planning, through intelli- 
gent use of internal control question- 
naires, 1s most important. 

In addition to making routine tests 
of the accounting records, the auditor 
must also make observations of the 
daily routine or other activities of his 
client’s employees. It is the purpose 
of this paper to eall attention to a 
number of evaluation methods based 
on such observations and to suggest 
certain unusual tests that might be 
useful in specific situations; evalua- 
tion methods based on routine tests 
that are generally well understood by 
experienced accountants will not be 
covered herein. For example, the fact 
that sales invoices are pre-numbered 
and that the numbers are accounted 
for independently can be substantiated 
by routine tests or the fact that all 
persons who have access to cash and 
securities are bonded can be ascer- 
tained by inspection of the bonds. 
These routine tests are recognized as 
important evaluation methods but are 
not considered by auditors to be neces- 
sarily complicated or to require a 
great deal of imagination. However, 
the evaluation of internal control by 
observation and by application of un- 
usual tests requires a great deal of 
imagination and therefore deserves 
very careful consideration in connec- 
tion with each auditing engagement. 
The extent to which observations and 
unusual tests are to be applied is perti- 
nent in this connection and should 
also be carefully considered. 


OBSERVATIONS 


Consider, for example, that upon 
inquiry directed to the client’s con- 


10 


troller, the auditor is informed that all 
of the client’s employees who have 
access to cash and securities are re- 
quired to take annual vacations, and 
further that he considers it necessary 
to substantiate adherence to this 
policy. In many instances reference 
to payroll or personnel records will 
not disclose information pertaining to 
vacations or other absences of salaried 
employees; accordingly, the auditor’s 
tests of management policy in this re- 
spect should be accomplished by 
directing inquiries to a number of per- 
sons other than the controller. Usually 
such inquiries can be made in a casual 
manner when vacation plans are being 
discussed by the chent’s employees. 
Tests of vacation policies are unusual 
and, therefore, require imagination. 

So also are tests of the procedures 
followed by a client with respect to the 
verification of prelisted cash receipts. 
Mail lists showing follow-up notations 
may be reviewed in this connection 
and certain of them may be tested by 
tracing items listed thereon to cash 
receipts records ; however, careful but 
friendly interrogation of mail clerks 
is usually necessary to establish the 
effectiveness of this procedure. 

How can the auditor satisfy himself 
that checks are not signed in advance? 
He should be watchful for this pos- 
sibility in those situations where au- 
thorized check signers frequently are 
absent from the client’s office. While 
the auditor is present, he can of course 
observe the daily routine, but he 
should also inspect unissued checks 
several times on an unannounced basis 
if he has any doubts about this 
situation. 

Observation of the daily routine 
in the client’s office is necessary in 
many respects. Probably the most 
difficult matter to evaluate is the care 
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with which authorized persons ap- 

prove vendors’ invoices and so forth. 

How can the auditor be satisfied that 

approvals are not perfunctory or 

routine? There is doubt that he can 
ever satisfy himself entirely on this 
point, but he ean by casual inquiry 
make certain that persons who ap- 
prove documents have knowledge of 
underlying details. Often this type of 
casual inquiry can best be made if the 
auditor asks for interpretative assist- 
ance or uses some other approach 
which suggests that the auditor lacks 
knowledge of the technical aspects of 
his client’s business. He can also be 
watchful for opportunities to observe 
these persons at times when documents 
are presented for approvals; in this 
connection the auditor should be mind- 
ful of the possibility that persons 
authorized to approve documents may 
not be authorized to disapprove them. 

Other important procedures which 

should also be covered by similar ob- 

servations and inquiries are: 
1. Cancellation of vendors’ invoices after, 
not before, approvals are affixed thereto. 

2. Mailing of signed checks by check 
signers or their independent designees, 
rather than by the person who prepares 
the checks. 

3. Prevention of loss or alteration of ven- 
dors’ invoices by safeguarding incom- 
ing mail and by listing for control prior 
to entry in the voucher register. 

4. Distribution of payroll cheeks by per- 
sons who do not prepare payrolls and 
who have no responsibilities in connee- 
tion with payroll additions, termina- 
tions, or rates. 

. Prevention of unauthorized removals of 
merchandise or other goods from the 
client’s premises by absolute adherence 
to prescribed procedures for physical 
and accounting safeguards. 

6. Verification of quantities of incoming 


goods by independent counts or appro- 
priate test counts. 


. Practices with respect to fixing respon- 
sibility for cash, which may often be 


Or 


~ 


divided between two persons 
though the intent is to the contrary. 


even 


To satisfy himself with respect to 
the foregoing items and other similar 
internal control procedures, the audi- 
tor should be especially alert to all 
available means by which he can deter- 
mine the manner in which employees 
are discharging their responsibilities. 


UNusvaL TESTS 

_ Evaluation of internal control by 
tests of non-accounting records may 
be possible in some instances. For 
example, in bank audits unannounced 
or surprise tests of addressograph 
files are very effective. Investigation 
of the names of bank depositors found 
in the addressograph files but for 
whom no accounts are maintained in 
the detail records are often revealing. 
For example, changes in the addresso- 
graph files are usually made by refer- 
ence to a copy of the monthly report 
of accounts opened and closed which 
is submitted to the bank directors for 
supervisory purposes; omissions from 
this report may represent accounts 
closed because of poor service or dis- 
courtesy or they may represent ac- 
counts that in fact have not been 
closed. Similar tests may be applied 
effectively in examinations of non- 
profit professional associations whose 
main sources of income are members’ 
dues. 

Control of incoming mail for select- 
ed periods of time has been found 
to be effective not only as a test of 
cash receipts and miscellaneous in- 
come but also as a test of accounts 
payable controls. 

If a client’s investments in securi- 
ties are material, investigation may 
disclose that records of these invest- 
ments are maintained on a memo 
basis by the treasurer, assistant treas- 
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urer, or a member of the investment 
committee; a comparison of such ree- 
ords with the accounting records may 
be helpful in determining the effec- 
tiveness of the control over securities. 

Sometimes budgets are considered 
non-accounting records; in these as 
well as other instances, auditors 
should compare budget estimates with 
results of operations and investigate 
major differences. This procedure ean 
be effective even though the client’s 
budget is nothing more than a scrap 
of paper based on unsophisticated 
sales forecasts. 

It is also possible that reference to 
advertising schedules, reports of sales 
conferences, minutes of research com- 
mittee meetings, and so forth, may 
help the auditor evaluate the controls 
over such things as discounts, returns 
and allowances, and no-charge in- 
voices. Inventory controls may often 
be tested by reference to material- 
control records, stock-status reports, 
and other operating or production re- 
ports that are not used for accounting 
purposes. There appears no limit to 
the uses an imaginative auditor may 
make of non-accounting records. 
There are, however, limits to the re- 
lianee for auditing purposes which 
he may place upon these records and 
to the time he can devote to this sort 
of thing. These examples are intended 
only as illustrations of the importance 
of using available evaluation aids and 
not as suggested procedures that may 
be applied indiscriminately. 


EXTENT 

In addition to the judgmental de- 
cisions required to determine the ex- 
tent of tests of the accounting records, 
the auditor faces similar and perhaps 
more challenging decisions to deter- 
mine the extent of observations and in- 
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quiries that are necessary in particu- 
lar situations. For example, how 
could an auditor determine that an 
assistant manager of a department 
store had access to cash and had there- 
by stolen $30,000 in the following set 
of circumstances : 


Access to cash was gained, without ex- 
press authorization and without knowledge 
of persons other than a few clerks and one 
cashier, by relieving the central cashier im 
the basement budget store during her 
morning and afternoon coffee breaks. The 
theft was accomplished at the approximate 
rate of $100 weekly over a period of years 
by exchanging for cash fictitious cash re- 
fund slips, which he was authorized to ap- 
prove. Observation by the auditors of the 
basement sales departments during the 
middle of the morning or the afternoon 
appears to be unreasonable in this connec- 
tion. Interrogation by the auditors of all 
cashiers and sales clerks also seems un- 
realistic. No doubt this man was observed 
in the cashier’s booth at some time 
through the years by store officials and ac- 
counting department personnel, but he ap- 
parently had good reasons for his presence 
there because he was not detected in this 
manner. Like many other fraud situations, 
detection resulted from an investigation 
prompted by the discovery of an improper 
plumbing repair bill which had been ap- 
proved for payment by him. The plumb- 
ing bill represented charges for installa- 
tion of a bathroom fixture in his home. 


As another example of the difficulties 
encountered in connection with the 
extent of observations and inquiries, 
consider control of vendors’ invoices 
as follows: 


In what appeared to be a good control 
situation throughout the organization, a 
man in charge of an office-supply store- 
room managed to steal $40,000 over a 
period of five years. He was able to do 
this because invoices received from a cer- 
tain office-supply house were subject to an 
exception in the routine controls exercised 
by mail-room personnel. The exception, a 
long-standing arrangement, was not known 
to the supervisor of the mail room or to 
the accounts payable supervisor or to 
anyone else of authority in the organiza- 


tion. Briefly, this man, subject to ap- 
proval of requisitions subsequently pre- 
pared by him, placed orders for office sup- 
plies and related promotional prizes by 
telephone. The prizes included such things 
as golf clubs and appliances, which he was 
able to order in quantities in excess of his 
employer’s needs. The extra prizes were 
in turn sold for cash. He then substituted 
vendor’s invoices typed by him on printed 
vendors’ invoice forms showing office-sup- 
ply items in the same amount as the orig- 
inal invoice and showing the original in- 
voice number. This fraud is more com- 
plex than indicated herein; however, the 
main point is that an exception was made 
in the control of vendors’ invoices with 
respect to one vendor. Again, discovery 
of the fraud resulted from an investigation 
caused by detection of a minor irregularity 
in his handling of the sale of some used 
office equipment. 


These two examples are cited to place 
emphasis upon consideration of the ex- 
tent of auditors’ observations and in- 
quiries. Certainly in each situation the 
failure of employees to comply with 
prescribed control procedures could 
have been discovered if the auditor 
had observed the right person at the 
right time; however, to have accom- 
plished this the auditor might have 
been compelled to observe all persons 
at all times. Between the extremes of 
too little and too much, the profes- 
sional auditor should exercise careful 
judgment in his determination of the 
extent to which observations and in- 
quiries are used as a means of evaluat- 
ing internal control. 


CoNCLUSION 


Proper evaluation of the chent’s 
existing internal control is essential 
to the performance of competent 
auditing field work. Evaluation 
methods used by independent auditors 
include tests of source documents and 
accumulations of accounting data, ob- 
servations and inquiries, and tests of 
data not related directly to account- 


ing records. Internal control ques- 
tionnaires, either in printed form or 
otherwise, are useful in determining 
the adequacy of the control and as 
aids in planning the audit program. 
The independent auditor should use 
good judgment and exercise his imag- 


INTERNAL CONTROL EVALUATION METHODS 13 


ination to the fullest extent in select- 
ing internal control evaluation 
methods. Above all, evaluation of in- 
ternal control should begin upon the 
auditor’s arrival in his client’s office 
and continue to the hour of his de- 
Parinunes 


THE CASE OF NEWMAN, 


RUGGLES AND HANDLEY — 


“Continuing professional development”’—the problem as seen 
through a partners’ discussion in a hypothetical small firm | 


By LeonarD SAVOIE 


Dan Newman was noticeably dis- 
consolate as he entered his large cor- 
ner office on the tenth floor of the 
First National Bank Building. His 
two partners, Art Ruggles and George 
Handley, had already arrived and 
were engaged in a discussion of a 
financial report that lay open on the 
table before them. 


Newman, Ruggles and Handley en- 
joyed a fine reputation as the leading 
firm of certified public accountants 
in Central City, Illinois, a thriving 
manufacturing and distributing cen- 
ter of 125,000 population. Their firm 
had been a success from its inception 
in 1935 when two young accountants, 
Newman and Ruggles, merged their 
small practices to form a partnership. 
Handley was taken in as a partner 
after the war. In 1959 their total 
staff consisted of the three partners, 
nine staff men and an office staff of 
three. 


How WE Lost 4 Jos 


Dan Newman began speaking, ‘‘I 
have just returned from the Amalga- 
mated Machine Co. where I learned 
that the production control study they 


have been contemplating has been as- 
signed to a large public accounting | 
firm from Chicago. You know how} 
badly we wanted to get this assign-| 
ment. We have been performing audit 
work for this client for 20 years and 
have always provided a full account- 
ing service including all phases of} 
audit, tax and systems. We _ have) 
helped them in many of their systems 
and procedures problems. In fact,| 
our staff installed their cost and 
budget system. It was only natural 
that we be given the assignment to 
help them with their production con-} 
trol problem. However, the financial: 
vice president told me today that he} 
felt our staff did not have people prop-| 
erly trained to carry out work of this) 
kind. And what is worse, he is prob-} 
ably right. We are at present limited! 
in the areas in which we can render} 
management services. I am somewhat} 
embarrassed to admit this, but it has 
taken a reversal such as this to con-| 
vince me of the need for a continuing? 
education program in our profession.’” 
George Handley spoke up, ‘‘Dan,. 
you are absolutely rmght. But yo 
have touched upon only one are 


LEONARD SAVOIE is a manager in the firm of Price Waterhouse & Co.,4 


Chicago, Illinois. 


He is the current Chairman of the Society’s Education: 


and Training Committee. 


THE CASE OF NEWMAN, RUGGLES AND HANDLEY IS 


where we need to emphasize con- 
tinuing education and training. When 
I was down at the University last 
spring trying to hire two graduates 
for our staff, I found that we are 
severely handicapped by not having an 
adequate training program. That is, 
I think the profession in general is 
handicapped and our firm in particu- 
lar suffers because we have no formal 
training program for our new men.’’ 

‘““Why George, we have as good a 
training program to offer new men as 
any firm in this city,’’ interrupted 
Art Ruggles. ‘‘Of course, we do not 
have a formal training program—yjust 
how do you conduct a class with one 
or two students—but we do assign 
one of our senior staff men to spend 
several days with each new man indoe- 
trinating him into our ways and famil- 
larizing him with the auditing and ac- 
counting techniques he will be using 
in the next few years. Furthermore, 
all of our staff came to us as college 
eraduates with training in accounting. 
All those who have passed the CPA 
exam are members of the American 
Institute of CPA’s and the [lhnois 
Society of CPA’s at our firm’s ex- 
pense. They are encouraged to par- 
ticipate in Institute and Society ac- 
tivities.’’ 

Dan Newman countered with ‘‘ Yes, 
this is true, Art, but these activities 
are not enough to constitute con- 
tinuing education in a real profession. 
I know that we have been attending 
tax conferences and that you in par- 
ticular have become known as quite a 
specialist in this field. I think, how- 
ever, that the Institute is headed in the 
right direction in their initiation of a 
Division of Professional Development. 
Every major profession has a large 
body of training materials available 
to the members. The accounting pro- 


fession has lagged far behind others 
in this area. Now we have an organ- 
ized drive to overcome this deficiency 
in our profession. I think that we and 
every other practitioner are going to 
have to get behind it and support it 
100%.’’ 


THE Cost or TRAINING 

Art Ruggles tenaciously held onto 
his previous line of thought and pro- 
ceeded, ‘‘Do you know the cost of a 
training course for new assistants? 
Are you willing to forego profits in 
order to develop your new men? 
Sometimes I wonder whether firms 
sponsor training courses for the sake 
of continuing education or simply to 
remain competitive with other firms 
in recruiting college graduates. If the 
latter is the case, it would make more 
sense to take the equivalent cost of 
training a man and hand it to him as 
a bonus for signing up. Fortunately 
we remain competitive because we live 
in a medium-sized community that is 
considered by many bright young men 
as a desirable place to live.’’ 

‘“We are in a unique position,’’ 
said Dan Newman, ‘‘in that our pro- 
fession is relatively new and we can 
advance rapidly by looking at progress 
made by the other professions. Facil- 
ities for professional development are 
much more extensive in the legal pro- 
fession, medical profession and dental 
profession than in the accounting pro- 
fession. Bankers, life insurance agents 
and business management personnel 
have better facilities for advanced 
study than we have. Our chents are 
becoming increasingly sophisticated as 
to the merits of advanced study. In 
fact several executives from Amal- 
gamated Machine Co. have attended 
executive development courses at grad- 
uate schools of business of major uni- 
versities. You know that the CPA 
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certificate has acquired considerable 
prestige and should be a great advan- 
tage to us in pursuing a continuing 
education program. At the same time, 
furthering our professional develop- 
ment should further our prestige. We 
have grown rapidly. Take our own 
firm for example, we have nine people 
on our staff, all of whom are under 
40 and most of whom would be eager 
and enthusiastic about continuing 
education. ’’ 


WHERE CAN We Get THE MATERIALS? 


“But we do not have any basic 
material for the preparation of con- 
tinuing education courses and _ lec- 
tures,’’ broke in Art Ruggles. ‘‘To get 
any “eel meaning from courses lke 
this, we would need actual examples 
and cases taken from problems of our 
chents. You know that items of that 
nature are confidential and we would 
have a hard time developing any satis- 
factory material. We don’t know that 
the Institute will have much success 
either in developing material. We 
have a good library right here in our 
office with more technical material 
than any one of us ean probably ab- 
sorb during the rest of our careers. 
Furthermore the public library and 


local college libraries are available 
and so is the Institute Library. We 


have the tools available now for those 
who are really interested in econ- 
tinuing their edueation.”’ 

“You have brought up a point with 
which we all agree,’’ said George 
Handley. “‘We do have a body of 
literature, but self-education in the 
Abraham Lincoln style is not easy to 
come by. Some formal organization 
of education materials and an orderly 
group presentation are, I believe, vital 
to the success of professional develop- 
ment.”’ 


Art Ruggles posed the question, | 
‘‘Shouldn’t continuing education be 
carried on by universities? They have | 
the facilities and professors who are, 
capable of carrying our programs of | 
this type.’’ | 

George Handley said, ‘‘I don’t! 
think that the universities can solve | 
our problems for us, although they can | 
be instrumenetal in helping us achieve 
our ultimate objectives. Professors at 
the University have told me that they | 
would very much like to be advised by | 
the accounting profession as to how | 
their curricula could be improved and, 
updated to be of greater service to the | 
accounting profession. I am sure that 
these same professors would be very 
happy to cooperate in helping the pro-'! 
fession conduct a continuing education | 
program.’ 

Ruggles again spoke, ‘‘It seems 
quite frustrating to me for us to spend 
a lot of time and money training our | 
younger men when experience shows} 
that most of them leave us after four! 
or five years. I don’t see where we 
should be required to train people 
for positions in business outside our? 
profession. You know we have an- 
other serious handicap for conducting! 
training programs and this is the sub- 
stantial out-of-town work that some of} 
our men have. That plus the increased 
demands of our staff during the busy 
season makes it very difficult to estab- 
lish a training course at a time when 
it could be attended by those persons} 
most in need of it.’’ 


Wuat Is toe ANSWER? 


Dan Newman meanwhile reflected | 
on the various matters being con-, 
sidered as he gazed out over the city) 
and spotted the busy plants of several 
of his clients. He mused aloud, stall} 
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thinking about the jolt he received 
earlier in the day, ‘‘Our firm, in order 
to continue to grow and thrive, must 
take an active position in encouraging 
and fostering the continued profes- 
sional development of its partners and 
staff. We must develop our own spe- 
cialists where there is a need for spe- 
cialized services. Can we expect our 
professional organizations to do this 
job for us? Not entirely, of course, 
but through professional organizations 
we should be able to make some real 
headway in professional development. 
This is not the same profession as it 
was when we started 25 years ago, 


and it will not be the same in another 
25 years from now. Just as an example 
of new areas opening up to the public 
accounting profession, the social and 
economic changes being wrought by 
the large concentration of wealth in 
corporate pension trusts and union 
funds are calling for increased sery- 
ices of independent public account- 
ants. We need to keep abreast of the 
latest techniques in accounting and 
auditing, machine accounting, statis- 
tical sampling and a host of other 
areas, as well as those we have already 
talked about. Our profession faces a 
real challenge.’’ 


THE ROLE OF THE 
SENIOR =ACCOUNTAN 


By W. D. Harris 


Anyone connected with the profes- 
sion of public accounting for any 
length of time who has talked with a 
eroup of accounting students will 
recall seeing the blank, perhaps quiz- 
ziecal look that generally appears on 
the faces of these students when the 
term ‘‘senior, or in-charge, account- 
ant’’ is mentioned. Likewise, we who 
have been in pubhe accounting can 
probably remember vividly the feel- 
ing of complete incomprehension when 
we, as ‘‘green’’ junior accountants, 
reported on our first day of field work 
in the profession and were told to 
report to our first senior accountant. 

Generally, both the accounting stu- 
dent and the new junior accountant 
have a reasonably accurate under- 
standing of the duties and relative 
positions of junior assistants, prin- 
cipals or supervisors, and partners. 
However, neither of the two generally 
has more than a vague idea as to the 
importance of the senior accountant 
and of the responsibilities he assumes. 

This lack of knowledge about an im- 
portant member of the profession can 
be attributed in part to the fact that 
usually the articles dealing with pub- 
lic accounting aim at providing an 
understanding of the functions of 
individual practitioners or partners of 
larger accounting firms. In articles 
which do pertain to the staff level, 


the emphasis is generally on the duties: 
of the junior and seldom is the senior’ 
accountant mentioned. 

‘What do you do?,’’ ‘‘what is your; 
future?,’’ and similar questions are! 
constantly being asked of the senior’ 
accountant by new juniors in the firm.| 
The same questions are often asked by! 
college students when talking with} 
public accounting firms of prospects 
of future employment in the profes 
sion. That these questions are con 
stantly being asked indicates thati 
these relatively new, or potentially 
new, members of the profession are} 
interested in learning more about the 
senior accountant. Probably other stu- 
dents and junior accountants woul 
like to ask the same questions buti 
have not had the opportunity. With! 
this in mind, it is intended to present} 
in the discussion which follows, a word) 
picture of the senior accountant as 
seen by one of them. In doing this, 
an attempt will be made to explain the; 
duties and functions of the senior ae 
countant by viewing him from th 
four levels of analysis to which he i 
constantly subjected : from outside, in) 
other words, as he is viewed by client ‘ 
and the business world at large; from) 
above by partners and _ principals; 
from below by assistants and juniors 
and from within by himself. | 

It is hoped that the resulting pic- 


aces 
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ture and explanations will be useful, 
each in their way, to the accounting 
student and the new junior. Perhaps 
the accounting student in reading the 
description herein of some important, 


| interesting, but not well-known phase 
}of public accounting may be stimu- 


lated to examine the profession more 
closely and so be euided eventually 
to enter it. Likewise, the very new 
junior may find the profession a little 


“more interesting if this article gives 
him a better insight into the profes- 


sion and the level of attainment which 
will be one of his early goals should 
he enter the profession. About this 
he is usually quite vague at the time 


of his entry into the field. 


From OuTSIDE 

Generally, the senior accountant is 
the person whom his firm’s clients will 
see most frequently and with whom 
they will be working most closely. In 
fact, to these people, the senior often 
personifies the firm. Needless to say, 
his personal appearance and tactful- 
ness are important attributes in his 
contacts with clients. 

The impression he creates contri- 
butes largely to the client’s impression 


of the value of the service being 


rendered. His manner at the time of 
first contact, his method of delegating 
work to his assistants, his ability to 
question, answer, discuss, and search 
intelligently, and his faculty to give 
the client an awareness and assurance 
that the examination is being capably 
executed, largely determine whether 
or not his firm and, by inference, his 
profession, are favorably regarded by 
the client and by the chent’s em- 
ployees. 

In his contacts with people outside 
the profession, including the client’s 
employees, the senior accountant finds 
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an excellent opportunity to correct 
some of the misconceptions concern- 
ing the work of public accountants. 
Even today, when the public’s under- 
standing of the business world is more 
complete than ever before, too many 
people still believe that a public ac- 
countant is primarily interested in 
discovering errors or disclosing fraud ; 
they do not understand the far more 
important reasons that make the serv- 
ice desirable and, in fact, necessary. 
Because the senior’s contacts with 
the chent are more frequent than those 
of any others in his firm, he has 
greater opportunity to explain by 
words and actions the position and 
importance of the profession, and 
thereby to assist the public to a better 
understanding of the profession. 


From ABOVE 


The senior accountant is under the 
constant supervision of those above 
him, the partners and principals of 
his firm, who previously had been 
senior accountants. Therefore, they 
are aware of his problems and respon- 
sibilities, but know also that he is the 
person on the staff who has the ‘‘fun’’ 
of the examination. The part his 
supervisors play in conducting the 
engagement lies in their orderly pre- 
planning and subsequent careful 
supervision. They long ago evaluated 
the capabilities of this man who 
‘““works for them’’ and they now put 
their trust in him to carry out their 
plans and execute their engagements 
in a professional manner. 

The senior accountant must show 
the partners and principals that he 
can fulfill their expectations and 
justify their confidence and trust by 
completing as thoroughly and, yet, 
as rapidly as possible the varied duties 
delegated to him. Also, he must show 
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that he can ‘‘run’’ his jobs, and at the 
same time supply the immediate plan- 
ning and direct supervision for most 
of the staff. 

If the senior accountant is able to 
demonstrate to his supervisors that he 
has ability to cope with current situa- 
tions as they develop, shows resource- 
fulness, and possesses the required 
ability, he will find that after suffi- 
cient ‘‘seasoning,’’ he will have every 
opportunity to become a part of the 
pool from which his supervisors can 
consider drawing replacements to pro- 
vide for the continuity of the firm. 

One cannot question the fact that 
the senior accountant has other respon- 
sibilities and duties to those above 
him, but since his reaction to them 
comes from within himself and can 
be seen most clearly from the point of 
self-analysis, they are discussed later 
under that heading. 


From BrLow 


To his assistants, the senior ac- 
countant is a guide on the path of 
public accountancy. The good assist- 
ant will study his immediate super- 
visor closely and will glean from his 
examples and decisions the methods 
to be followed, to be discarded, to be 
improved upon. Anyone ever in the 
profession remembers his first senicr 
accountants: how they worked, acted, 
talked, and so forth. As experience 
is gained, the assistant learns to ob- 
serve and begins to acquire a portion 
of his senior’s process of evaluation 
which is so important in public ac- 
counting work. In doing this, the 
assistant naturally leans on his senior ; 
he looks for encouragement when cor- 
rect and explanation when in error. 
Also, it is from the senior accountant 
that the assistant first learns that 
mastery of accounting theory alone 
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does not make a good public aceomme| 
ant, but that without such knowledgd 
his cause may well be hopeless. 

Perhaps the most important respon, 
sibility that the senior accountant has 
to his assistants is that of giving ade+ 
quate explanations about the purpose 
or need for a particular task asked 
of the assistant. By explaining the 
reasons for doing various types of veri. | 
fication or the need for certain infor.’ 
mation, he makes the performance oll 
the sometimes menial-appearing task 
of a new assistant meaningful and in} 
creases interest and improves results,» 
thereby speeding the development of 
his own eventual successors. 


From Witruin HIMseur 


In every facet of his daily duties 
one general pattern is necessary an 
expected, the senior accountant mus 
constantly evaluate happenings, situa 
tions, procedures, theories, assistants, 
and other people. Therefore, who is 
better qualified to evaluate the senio 
accountant than he himself ? 

For the successful senior accountant. 
the days of a quick introduction and} 
the display of a ‘‘get out of my va 
so that I can work’’ attitude are past. 
He is grasping at the bottom rung off 
the ladder of management and s 
must be capable of doing more thar 
producing piles of work by his own 
hands. He must plan carefully but 
not inefficiently; think but not pon 
der; consider the client’s problems: 
and limitations but not lose sight of: 
his purpose; direct his men but not 
subject them to tyranny; and b 
affable but not forgetful of his profes- 
sional responsibilities. 

What traits and abilities go into 
making a senior accountant? Assured 
ly, technical training and ability are’ 
prime requisites, but such must be 


assumed to be present in order for 
him to have reached this level. The 
added qualities that make, or break, 
aspirants include: poise gained 
through experience and the resulting 
self-confidence ; desire to accomplish ; 
‘ability to get along with his assistants, 
treating each in the manner necessary 
‘to get the best efforts from him; and 
the ability to meet problems resouree- 
fully and to maintain for his firm the 
‘respect of the client. 

His ability to aecept this position 

of trust and confidence with the 
proper degree of humility and profes- 
sional dignity is undoubtedly one of 
the most important character traits 
he can. develop. 
_ What is the most important duty 
of our subject? There can be no doubt 
that he owes his superiors a high de- 
gree of loyalty plus all of his ability 
and the benefits of his experience and 
that he owes the clients a well-executed 
examination. His desire to satisfy 
both of these groups can be taken for 
eranted in that by fulfilling these 
‘duties he is benefiting himself and 
progressing along the road of profes- 
‘sional development. Perhaps his next 
‘most important responsibility from 
‘the standpoint of his firm and_ his 
‘profession is aiding in the proper 
development and training of his 
assistants. 

How does he discharge this? The 
senior accountant has a duty to his 
assistants to apply the proper expedi- 
ents for their orderly development in 
the field, much as a diamond polisher 
must use his art to bring forth the 
sparkle and luster of a rough diamond. 
These expedients include, but are not 
limited to, developing the individual’s 
good traits and bettering those less 
desirable, providing proper super- 
vision and progressively stimulating 
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assignments, steadily creating self- 
confidence, and forming an awareness 
of time and materiality. Each of these 
should be supplied with the same care 
that has been given to his own develop- 
ment. 

What is his most serious fault? 
Probably the most serious one is that 
he is so intent upon completing his 
jobs or meeting his schedules and 
deadlines that he tends to forge ahead 
without first giving his problems com- 
plete thought. In this respect he is 
very much like the city pedestrian, 
who, upon arriving at an intersection 
and seeing a car a short distance down 
the street, instead of hesitating mo- 
mentarily and then proceeding in 
safety, spurts across without proper 
consideration of the risks in order 
to save the waiting time. 

What are his rewards? The rewards 
are varied, many perhaps appearing 
to be far from rewards when first en- 
countered—such as the uneasiness re- 
sulting from the ever-present cold, 
factual, perhaps even distaseful self- 
criticism, probably made subcon- 
sciously, or the undesirable task of 
having to coldly evaluate the work of 
his assistants even though they may be 
his friends and the final results of 
their work may not be too flattering 
to them ; however, each task when com- 
pleted yields a feeling of accomplish- 
ment. The rewards come from grasp- 
ing new and differing problems, from 
contending against but meeting dead- 
lines, or from the thrill of turning in 
a job knowing it has been well done. 
It is true that by the nature of the 
profession he cannot always expect 
to be told, perhaps not even by in- 
ference, when a job has been well 
done; but, nevertheless, the satisfac- 
tion is there. One asset to be gained 
by a senior accountant that proves in- 
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valuable to him in more ways than are 
merely professional is the keen aware- 
ness of time that becomes incidental 
to his duties and requires him to de- 
velop further the habits of planning 
and scheduling. Finally, a senior 
accountant acquires an ability to dele- 
gate authority and to command men, 
for he must learn early in this phase 
of his professional development that 
he is considerably more valuable for 
what he has the assistants under him 
do than for the work which he per- 
sonally can turn out. This follows 
naturally from the fact that his major 
task is to provide direction and guid- 
ance for his crew. 

What ability required at this level 
is the most difficult to develop? With- 
out a doubt, at the senior accountant 
level, the ability to write becomes in- 
creasingly important and is probably 
the most difficult to acquire. General- 
ly, wording techniques and practices 
observed in the firm’s correspondence 
and reports now begin to assume a 
prominent place in the senior account- 
ant’s thinking. In his capacity of in- 
charge accountant on particular en- 
gagements, he is expected to draft 
reports, letters, and memoranda inci- 
dental to audit engagements. The new 
senior accountant must begin to plan 
what he writes, be selective in his use 
of words, and learn to be concise but 
not curt in his statements. Such writ- 
ten work requires the utmost output 
in terms of thought and time, but the 
senior accountant should not be dis- 
couraged if he sees that major por- 
tions of his early attempts end up 
with numerous revisions and corree- 
tions. He should remember that while 
the original draft may have been sub- 
stantially changed, it has served as a 
point of departure from which his 
supervisors could produce a finished 
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report much more quickly and pron 
ably with considerable less over-all 
thought than if they had to do the 
original writing. The attainment of) 
proficiency in drafting reports an 
letters will be facilitated for the new 
senior accountant if he, as an assist- 
ant, has followed the practice of using} 
reasonably correct grammar and off 
writing complete sentences and para. 
eraphs in his working-paper com- 
ments. / 

What is his future? The senior 
accountant is on a plateau of decisions 
of ambition, of vision of the future— 
a spring-board to greater and higher 
peaks of performance, satisfaction, 
and accomplishment in his field. Or 
if he does not choose to remain in} 
the profession, it is usually at this: 
stage that he has the best opportunity 
to select a particular side of the busi 
ness world that appeals to him fron 
the many to which he is continually 
exposed. 

What is his potential, monetarily? 
Without becoming involved in stag 
gvering arrays of statistical data, the} 
figures presented in the following 
table selected from a recent survey * 
made by the American Institute of 
Certified Public Accountants appear 
to answer this question quite ade4 
quately : 
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Median } 
Annual} 
Income 
All practitioners and partners 
OVD VRS SOM enna eee eee ae tem $12.74 


All practitioners and partners 
over age 35 according to 
size of office: 

Having 5-9 CPA’s 
((haKOIN OGRE SRR )) san ansherunanoinaecotace 


Having 10 or more CPA’s 
(ineluding staff) 


* Bulletin 1, Economics of Accounting Practice, 
Income of Practicing Certified Public Accountants. 
Appendix A, Tables 1 and 3, pp. 31! and 36) 
respectively. 


The last two figures appear to be 
significant in any study of monetary 
potential because it must be assumed 
that the reader is interested in the 
esults that an aspirant to a career 
of public accounting may expect on 
reaching his goal—success in the pro- 
ession; and most public accounting 
firms interviewing applicants at the 
various colleges and universities can 
be expected to average five or more 
CPA’s as partners or staff members 
in each of their offices. 

Is this the end of his study to ad- 
vance his personal competence? No! 
He must constantly keep abreast of 
current developments, and repeatedly 
refresh his previously acquired knowl- 
edge. He will be surprised at the dif- 
fering interpretations occurring with 
each refresher because of added ex- 
perience since last contact. This is 
also the level where our subject must 
begin to do what he ean, possibly 
only in a small way, to be of public 
service, a duty which will be increas- 
ingly expected of him as he progresses 
to higher levels in the profession. 

In conclusion, it must be considered 
unfortunate that every accountant 
outside the field of public accounting 
does not have the opportunity to be a 
senior accountant sometime during his 
eareer. There is probably no other 
stage in an accountant’s life or career 
when professional and technical hap- 
penings are as interesting, or as full, 
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and yet as unnerving as at the start 
of this phase. It is characterized by 
mixed emotions that may be aptly 
compared with those of the fisherman 
who, getting into a strange boat of 
questionable sea-worthiness, can see 
the ‘‘whoppers’’ jumping and splash- 
ing out in the deeper part of the lake. 

The picture presented and the ex- 
planations given in this article may 
not be complete; and, certainly, the 
concepts are not necessarily original. 
However, the writer’s intention has 
been to provide a picture of the senior 
accountant drawn alone lines of the 
results for which we strive, but which 
many of us in the end may unfor- 
tunately not attain. Perhaps this de- 
scription of an important but seldom 
discussed phase of the public account- 
ing profession will encourage some 
hesitant accounting student to investi- 
gate public accounting and, finding 
the profession interesting, the work 
provocative, and the promised future 
rewarding, to enter the profession. 
Or perhaps some new junior will find 
a little more information about his 
chosen field and thereby obtain a some- 
what better idea of what he is striving 
for, and gain a little more confidence 
as he moves toward this early goal in 
his professional life. At least, it is 
hoped that both of them will have a 
better understanding of the impor- 
tance and responsibilities of the senior 
accountant. 


Controllership Opportunitie 
in Profit-Planning 


By Maurice B. T. Davigs 


The controller has many oppor- 
tunities to assist his management in 
the maximization of profits. We shall 
consider a few of them. In so doing, 
we shall omit such equally important 
areas as: 


(1) planning for the control of costs 

(2) planning for capital expenditures 

(3) providing for tax-shelter 

(4) using integrated data 
equipment. 


processing 


Even apart from these important 
considerations, the role of the con- 
troller is an extremely wide one, and 
his impact on the profitability of his 
company can be of major significance. 

Let us assume that John Doe has 
just been appointed controller of a 
company whose business is manufae- 
turing oil equipment and that it has 
some twenty distributing centers. Let 
us assume, too, that it has grown 
fairly rapidly and now has a payroll 
of 1,000 employees. John Doe has been 
appointed because the management 
realizes that its chief accountant, 
while competent to prepare monthly 
financial statements, has not been 
providing the top management with 
the counsel it needs for proper finan- 
cial management. 

Within this framework, what are 
some of the areas that the new con- 
troller should explore in order to pro- 
vide maximum service to management 


} 
in the creation of profits? Some 0| 
these areas and the related opportuni! 
ities open to the controller are: 

(1) Organization and management of th 
accounting function 

(2) Management reporting 

(3) Break-even-point controls 

(4) Long-range planning 

(5) Research and development pertomy 
ance. 


( 
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1. ORGANIZATION AND MANAGEMENT oy 


THE ACCOUNTING FUNCTION 


In such conditions as described, wi 
may expect to find an accountant whe 
is exercising laborious efforts to main 
tain a good set of double-entry books 
His monthly financial statements are 
issued later than the managemen 
would desire because of the necessity 
for getting everything recorded. His 
staff has relatively loosely defined re} 
sponsibilities . (after all, they all 
know what they have to do) . and 
nearly every accounting decision 0%} 
any significance is made by the chie} 
accountant. He has a crude form 0! 
budgeting in effect, but, as this has 
nothing to do with his double-entry 
accounts, he has delegated this to 
clerk whom he supervises very little 
and this clerk has the responsibility 
of direct contact with management 
The chief accountant makes a rougl 
estimate of the tax liability every 


an 
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onth, but all tax returns are handled 

y the company’s auditors. He per- 

onally makes all decisions relating 

Oo new procedures, and he has an 

nternal auditor whose task is to re- 

‘lew invoices before they are paid. 

_ These conditions may sound very 

nuch exaggerated, but, unfortunately, 

hey are too often typical. One of the 

1ew controller’s first tasks, therefore, 

s to put his own house in order. He 

hhould do this because the operation 

f the accounting system should ab- 

jorb a minimal amount of his time 

n the future. 

The controller may accomplish this 

»y taking the following action: 

a) Make logical assignments of ac- 

| counting duties 

One of the first tasks is to determine 

what accounting work is being done 

ind who is doing it. This should then 

ye carefully examined, and decisions 

should be made and formalized : 

(1) to specify individual responsibilities 
of the accounting staff 

(2) to identify action which should be 
delegated and the type of review 
necessary 

(3) to define reporting relationships at 
all levels, including a decision as to 
whom should report directly to the 
controller 

(4) to establish reporting relationships 
outside the controller’s division. 


‘b) Install an effective accounting 
manual 

Tf a chart of accounts is not in exist- 
mee, one should be installed; if one 
s already in effect, it should be re- 
newed to see whether it 1s adequate 
r modified to the extent necessary. 

A chart of accounts merely identi- 
ies the various accounts by numerical 
r alphabetical codes. In addition to 
his, there should be a clear definition 
f what types of items go into each 
ecount. This requires the prepara- 
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tion of descriptive material in har- 
mony with the chart of accounts. 

A good accounting manual is 
needed, both for reference purposes 
and for staff training. In an account- 
ing department of any appreciable 
size, such a manual is an essential 
work guide. 


(c) Review and modify working 
methods 


The accounting procedures should 
be examined with special emphasis 
upon possibilities for : 

(1) speeding the flow of accounting data 

(2) producing more meaningful informa- 

tion 

(3) simplifying the work 

(4) combining work of substantially 

identical types 

(5) eliminating unnecessary work 

(6) reducing accounting costs 


(7) using estimates where these are 
acceptable 

(8) producing monthly accounts more 
rapidly. 


The new controller should guide 
this review, but should not undertake 
it himself. He should assign one of 
his staff to handle this task, or, if he 
has nobody of adequate caliber avail- 
able, he should seek the assistance of 
the company’s certified public ac- 
countants. 

All procedural changes should be 
properly documented, and definitive 
procedures should be written for the 
more complex funetions which are 
not changed. 


(d) Examine the budgetary system 


The budgetary system, with its 
previously described low management- 
type approach, obviously needs a 
thorough overhaul. The new system 
should provide for: 

(1) controlling all areas of significance 

(2) correlating the budgetary system with 

the accounting system 
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(3) establishing responsibility account- 
ing 

(4) producing effective budgetary reports 
in a form that can be understood by 
the management 

(5) introducing graphical techniques for 
reporting progress and significant de- 
viations from plans. 


In developing a budgetary system, 
the controller should work closely 
with the management to assure a full 
understanding and a maximum degree 
of participation. 


(ce) Re-evaluate the internal audit 


It is unrealistic to assume that a 
voucher examination constitutes an 
internal audit, for it is merely a part 
of the regular payment process. The 
new controller should study the over- 
all situation and determine whether 
an internal audit is needed. The ad- 
vice of the company’s external audi- 
tors should also be sought in this 
connection. 

The establishment of an effective 
system of internal audit entails addi- 
tional expense. If, therefore, it is de- 
cided to introduce such a system, the 
staff should be of modest size, initially 
perhaps only one man. Authority, re- 
sponsibility, and workine methods 
should be carefully defined, and con- 
tinuous review should be made of the 
progress achieved. 

These, then, are some of the steps 
the controller should take to put his 
house in order. It seems logical for 
him to assign to the chief accountant 
the task to keep the present accounting 
system functioning and to select one 
or more of the accounting staff to 
assist him in planning developmental 
work. As he becomes more familar 
with individual performances, the 
controller can then appoint selected 
people to take over key positions. 


2. MANAGEMENT REPORTING 


One of the controller’s principal r 
lationships with his management 1} 
that of being a communicator. No 
only should he generate a flow of sigi 
nificant information to the manage 
ment, but the controller must also ae 
as an information center, providing 
details as called upon. 

Under the conditions previously det 
scribed, it is likely that the chief ac 
countant will provide little more than 
the natural output from his books 0 
account. What, then, should the new 
controller do? | 


(a) Take an inventory of manage 
ment needs 


The controller should learn from the 
various members of the management 
team those types of financial, account 
ing and statistical information needed 
He should determine the general in 
formation acquired informally anc} 
the accounting-type information de: 
veloped independent of the account 
ing department. These determinations 
should provide useful clues. | 


(b) Examine the present reporting 
system 
The existing reporting syste 
should be related to management’s ex- 
pressed needs. Particular attentioz 
should be given to the opportunities 
for reducing the quantity of data re 
ported and for allowing full exer 
cise of the concept of management 
by exception. 


(c) Develop a sound reporting format 
and system 
A comparison of current needs with 
current practices should lead to the 
development of an adequate reporting 
system. This system should have the 
following qualities : 


/(1) Reports should be geared to the needs 
for management decision-making. 
(2) The accounting system should be 

modified, wherever necessary, to facili- 
tate effective report preparation. 

1 (3) Reports should contain significant 

i data even if derived other than from 

! the accounting records. 

(4) Information should be reported as 
promptly as possible, using ‘‘ flash 
reporting’’ techniques whenever feas- 
| ible. 
| (5) Reporting formats should be accepted 

in advance by the people who are to 
receive the reports. 

(6) Narrative explanations should support 
figure-type reports. 

(7) A schedule should be prepared to 
serve as a check-list, coupled with 
definitions of responsibilities, to as- 
sure that reports are produced on 
time. 

(8) Provision should be made for review- 
ing reports before they are released. 


The reporting system should always 
ye regarded as flexible, and the con- 
roller should be constantly alert to 
he necessity of anticipating manage- 
nent requirements and gearing the 
iccounting system accordingly. 


}. BREAK-HvEN-PoiInt CoNTROLS 


An important tool in profit-planning 
s the break-even analysis. This en- 
ubles management to review the status 
yf profitability, based upon varying 
evels of volume and product mix; this 
s particularly significant in planning 
or a manufacturing business. The 
ontroller should utilize break-even- 
0int concepts in the developing of an 
yver-all profit plan. 


‘a) Determine cost and volume levels 
on a ‘*planning-wnit’’ basis 


For profit-planning purposes the 
yusiness should be subdivided into 
ylanning units, each representing an 
rganizational segment. The relation- 
hip of the various unit plans should 
Ye compared to the over-all profit 
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structure so that any deviation of 
planned profit from desired profit can 
be identified as to source, reason, and 
amount. Deviations may be mana- 
gerially corrected through budgetary 
adjustment. 


(b) Study the wpact of changing 
conditions on the break-even-point 


Circumstances beyond the com- 
pany’s control, as well as company- 
induced conditions, can materially 
affect the break-even-point. As these 
occur, the over-all break-even-point 
condition should be restudied to see 
whether changes in plans are neces- 
sary. 

The use of break-even-point control 
techniques enables the company to 
budget more effectively. It provides 
for deviations from established profit 
objectives to be examined during the 
planning stage. This is in contrast 
to the post-mortem type of review de- 
rived solely through the use of stand- 
ard cost variances or budgetary com- 
parisons. Corrective action can thus 
be considered before operating plans 
are finalized. 


4. Lone-Rance PLANNING 

One of the greatest weaknesses of 
conventional accounting methods is 
the tendency to review operations in 
terms of separate annual cycles, where- 
as, In reality, business consists of a 
continuing operating flow during 
which annual accountings are of sig- 
nificance mainly for reporting prog- 
ress and paying taxes. As a result, 
profit plans tend to be constructed 
only for a single fiscal period, and as 
each year passes, the period of planned 
operations progressively decreases. 
This may be overcome in either of 
two ways or by a combination of each. 


The planned period may be progres- 
sively prolonged at stages during the 
year. For example, the plan may con- 
sist of a single quarter budgeted in 
exact detail and the succeeding three 
quarters in broad detail. As each 
quarter passes, the planning process 
is repeated and an additional quarter 
is planned. 

Two plans may operate concur- 
rently—one relating to the current 
fiscal year and the other to a long- 
range plan, covering five years, ten 
years, or even longer period. Contin- 
uity is achieved by correlating the 
two plans. 

A new controller should move warily 
into the field of long-range planning, 
seeking first to improve his techniques 
for the period just ahead. He should 
be guided by the following considera- 
tions in producing a serviceable plan: 


(a) Gain full concurrence and partici- 
pation by the management group 


The long-range plan is a managerial 
function; the controller plays only a 
limited, but important, task. Manage- 
ment will generally need to plan in 
terms of broad policies and to examine 
the impact of these policies through 
reference to expected economic con- 
ditions. Competent economic analyses 
are normally necessary for this pur- 
pose, and may be available only out- 
side the business. The controller 
should attempt to provide such anal- 
yses only if he is thoroughly skilled 
in this respect. 


(b) Produce a statement of the long- 
range plan 


When developed, the plan may ex- 
tend into the future for varying 
periods. For example, capital expend- 
itures may be planned ten years ahead, 
whereas sales may be forecast for only 
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five years. Moreover, the plan wi) 
generally be tentative in many re 
spects and subject to change as mort 
facts become known. | 

The plan accepted should be recorc 
ed, showing the areas requiring pa 
ticular future consideration, specify 
ing the assumptions used, identifyin 
deadlines for future action, and ir 
dicating the planned profits and finan 
cial position. 


(c) Coordinate the long-range an 
short-range plans | 


The passage of time will result 1} 
portions of the long-range plans being 
used for short-range (year-ahead|} 
planning. The two plans shoule 
therefore be expressed in terms tha 
enable them to be readily combinee 
and permit an easy conversion fror 
long-range into short-range planning 

The controller who is able to assis 
in developing a long-range plan gen 
erally builds himself into a position 0 
ereater value to the other member 
of the management team. He is abl 
to evaluate short-range decisions i 
the light of their long-range impae 
and thus strengthen his ability te 
counsel wisely. And his task of rouj 
tine budgetary preparation should bd 
considerably eased with a well-defined 
pattern for the future lying beford 
him. : 


5. RESEARCH AND DEVELOPMENT PER 
FORMANCE 


A phenomenon of recent years has 
been the increasing expenditure by 
American businesses on research anc 
development. It is also interesting t« 
observe that many of the nation’ 
most successful businesses make un 
usually large expenditures in this 
area. It is an area, however, that 
seems little understood by the average 


ccountant ; he is often content merely 
) record the amounts spent and to 
ompare them with a budget rather 
aan to evaluate the efficiency and 
ectiveness of the function. 

There are two significant ways in 
hich the controller can assist man- 
gement in this connection: 


a) Review the efficiency of the 
| activity 


The controller, personally or 
arough his internal auditor, should 
e able to gain an accurate picture 
f the efficiency of the firm’s research 
ad development activity. His periodic 
eviews should involve questions on 
ach matters as: 


(1) the development of an operating plan 
as a basis for action 

(2) the assignment of work on a project 
basis 

(3) the control over researchers’ time 

(4) the proper scheduling of each project 

(5) the maintenance of effective facilities, 
laboratories and libraries, and the 

| proper use of them 

(6) the exercise of prompt action on com- 
pletion of each project 

(7) the maintenance of a realistic balance 
between pure research and appled 
research 

(8) the conduct of practical liaison with 
the rest of the operating management 
to assure that the activity is geared 
to business needs 

(9) the adoption and exercise of sound ex- 

pense controls. 


b) Evaluate the effectiveness of the 
activity 


No matter how efficiently the re- 
arch and development function is 
erformed, it may still fail to produce 
fective results. The controller can 
roduce a sound evaluation of the 
fectiveness of this activity in mone- 
ivy terms. The evaluation should 
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extend over a period of years because 
of the normal lag between the begin- 
ning of work on a project and its ulti- 
mate production of economic benefit 
and would involve the following : 


(1) Determine the amount of profit pro- 
duced and produeible by each research 
and development project. 

(2) In the case of profits not yet material- 
ized, discount the profits of future 
periods because of the factor of un- 
certainty, the prospect of changes 
that might reduce the profitability, 
the cost of money, and other factors. 

(3) Apply a money value to other sery- 
ices performed by the research and 
development group, based on a market 
value agreed upon between the re- 
search and development staff and the 
department receiving the service. 

(4) Total the expenditures of the research 
and development group. 

(5) Subtract the total expenditures from 
the sum of discounted profits pro- 
duced and services provided. If the 
result is a plus figure, it tends to 
denote that the activity has been 
effective. 


While it is important to evaluate 
the gains produced from this function, 
it would be unwise to assume that an 
arithmetical calculation alone can re- 
veal its effectiveness without also con- 
sidering those intangibles incapable of 
monetary expression. Nevertheless, 
business management should have a 
guide, even though in approximate 
terms, of the contribution made to its 
profits by its research and develop- 
ment staff. 


Although the features of controllership 
discussed above were selected at random, 
they bring into focus the many opportunities 
for the controller to assist his management 
in planning for profit. Controllership may be 
an onerous task, but it offers great satis- 
faction by opening wp new resources neces- 
sary for the future prosperity of the business. 
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TAX COMMENTS 


Conducted by the Committee on Taxation of the 
Illinois Society of Certified Public Accountants 


TO LEASE-FINANCING 


RECENT DEPRECIATION DECISIONS AS THEY RELATE | 
| 


Recent court decisions regarding 
depreciation, useful life, and salvage 
value have evoked considerable com- 
ment and controversy in the tax 
literature. It seems worthwhile to 
summarize these important decisions 
and to discuss their possible signifi- 
cance to the important related prob- 
lem whether to lease or purchase 
equipment. 


Tue Hertz CoreoraAtTiION 


The taxpayer claimed a four-year 
life for automobiles which were used 
for an average of twenty-six months. 
Depreciation was computed by the 
double-declining-balance method with- 
out any reference to a salvage valve. 
The automobiles were then sold with 
the resulting gain taxed at capital 
gain rates under Section 1231. The 
Commissioner challenged this practice 
and the case was first heard in the 
District Court of Delaware (165 F. 
Supp. 261, 7/17/58). The court ad- 
dressed itself to three important 
questions : 

(1) Does ‘‘useful life’? mean the life in- 
herent in the asset, or the period it is 
held by the taxpayer? (If it means 
the latter, Hertz would not be per- 
mitted to use the declining-balance 


method which requires at least a 
three year life). 


SSS Ss 


Should salvage value other than th! 
built-in residual be a factor in the de 
clining-balance method of depreciz 
tion? 

May the regulations regarding ‘‘us¢ 
ful life’’ and ‘‘salvage value’’ pul 
lished 1956 be applied retrq 
actively? 


(3) 


in 


On the question of ‘‘useful lfe’’ th 
court cited a 1919 Treasury Regula 
tion and a 1927 Supreme Court dé 
cision (U.S. v. Ludey, 274 U.S. 295 
to the effect that originally the ter: 
meant the period used in the busines: 
However, the court then went on t 
cite later decisions, the wording o 
Bulletin F, and the expert testimon, 
of certified public accountants, an 
concluded that by 1954 the term ‘‘usé 
ful life’? had come to mean the enti 
physical life of the asset. The cour 
further supported this position b 
citing Congressional Committee r 
ports and concluding that Congres 
intended to change the meaning o 
‘“useful life’’ in the 1954 Code. Thi 
hew meaning first appeared in th 
regulations published in 1956, and thi 
court decided that ‘‘common justic 
requires that it be given a prospectiy 
construction only.”’ 

Thus the decision was that Hert 
had followed usual practice ant 
should be allowed to use the four yeat 
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and the American Institute of Certified Publ! 


fe up to the publication of the new 
e2ulations in 1956, but under the 
ew meaning included therein Hertz 
1ould use the shorter life after 1956 
nd therefore could not use the declin- 
ig-balance method. 

On the question of salvage value, 
nly two references were cited: (1) 
ie Commissioner’s own instructions 
o Form 2106 (worksheet for comput- 
1g automobile expenses) stated ‘‘if 
eclining balance method of deprecia- 
on is used, disregard salvage value 
4 computing depreciation.’’; (2) the 
enate Finance Committee Report on 
me 1954 Code stated that ‘‘ ... at 
ve expiration of useful life there re- 
1ains an undepreciated balance which 
epresents salvage value.’’ The court 
oneluded that ‘‘ . salvage value 
ther than that which is inherent in 
1e method is not a factor in deter- 
unming depreciation under the de- 
lining-balance theory of deprecia- 
ion.”’ 

The Commissioner appealed this 
ase to the U. S. Court of Appeals, 
‘hird Cireuit, which rendered its de- 
ision on July 6, 1959. This decision 
aversed the District Court on almost 
ll points. 

The appellate court also cited Ludey 
ut then concluded that subsequent 
ases were inconclusive and did not 
idicate a change from the early defi- 
ition of useful life as the life to the 
ixpayer. Among the subsequent cases 
ited were Hvans, Massey Motors, 
nd Cohn (all discussed below) ; all 
1ese decisions had been handed down 
y appellate courts after the original 
fertz decision. 

The appellate court countered the 
istrict court’s reference to Bulletin F 
y citing different wording from the 
me Bulletin F which refers to ‘*.. . 
seful life of the property in the 
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business .. .’’ The expert testimony 
for the taxpayer of three national 
firms of certified public accountants 
was refuted by reference to Mont- 
gomery’s Federal Taxes, 37th Edition, 
which clearly defines useful life as life 
to the taxpayer. Furthermore, Mont- 
gomery states that this has always 
been the proper definition ; it was con- 
cluded that there has been no change 
in definition and ‘‘useful lfe’’ has 
always meant ‘‘in the taxpayer’s busi- 
ness.’’ In this connection it was em- 
phasized that neither the taxpayer nor 
the Commissioner has ever contended 
that the new regulation changed the 
meaning. The District Court had dis- 
cussed such a change in meaning al- 
though both contesting parties had 
maintained that their respective defi- 
nitions had always prevailed. 

On the question of salvage value 
the earlier reference to the Senate 
Committee Report was refuted by 
reference to the House Committee 
Report which stated that the new 
methods of depreciation ‘‘. . . merely 
affect the timing and not the ultimate 
amount of depreciation deductions 
with respect to a property.”’ 

Thus, as the Hertz case now stands, 
‘‘useful life’’ means ‘‘in the tax- 
payer’s business’’ whether before or 
after the regulations were published 
in 1956, and, where declining-balance 
depreciation is permitted, it may not 
be used to depreciate an asset below a 
reasonable salvage value. On October 
12, 1959 the Supreme Court granted 
certiorari in this case as well as in 
Massey and Evans. 


ce 


EVANS v. COMMISSIONER 


The Evans Case also concerned 
rental automobiles. The taxpayer de- 
preciated the cars over a four-year 
life with no salvage value, but used 
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the cars for only fifteen to seventeen 
months. The tax years involved were 
1950 and 1951 so the declining-balance 
method was not at issue. 

The Tax Court (16 TCM 639) ruled 
in 1957 that the taxpayer should have 
used an average life of 15 months 
and an average salvage value of 
$1,375. In the appeal the taxpayer 
maintained that the courts, the Com- 
missioner, and accounting practice in 
general had long based the deprecia- 
tion deduction upon the physical life 
of the asset with a salvage value no 
greater than the residual or scrap 
value of the asset. 

The appellate court reversed the 
Tax Court on both points on January 
26, 1959 (CA-9, 264 F.2d 502), and 
held that Evans was entitled to use 
a four-year hfe and a salvage value 
equal to the scrap value. In reaching 
this decision the court cited the regu- 
lations issued in 1956 and quoted ex- 
tensively from the District Court 
Hertz decision. Thus, with essentially 
the same evidence and essentially the 
same type of case, the Ninth Cireuit 
agreed with the District Court de- 
eision while the Third Circuit re- 
versed that same decision. 


Massty Morors, Inc. 


The taxpayer in this case was an 
automobile dealer who, in addition to 
selling automobiles, also used some of 
the cars as executive or employee 
cars and rented others for various 
periods up to one year. On both the 
company cars and the rental cars, de- 
preciation was deducted based upon 
a three-year life with no salvage 
when no more than one year old, and 
value. All of these cars were sold 
in nearly all cases they were sold for 
more than the taxpayer’s original 
cost with the resulting gains reported 


| 


as capital gains under Section 117, 
(now Section 1231). 

The Commissioner objected on twe 
counts. First, he contended that these 
automobiles were held for resale in the 
normal course of business, and, there’ 
fore, the gain would be ordinary in 
come. Secondly, he contended thas 
with a useful life to the taxpayer o 
one year and a salvage value at the eng 
of that time greater than cost ne 
depreciation deduction should be all 
lowed. 

The Florida District Court, in 1957 
ruled for the taxpayer on both count} 
(156 F Supp. 516). Upon appeal th4 
Commissioner conceded the first pom} 
that the gain was subject to Section! 
117 j and that the appellate court hac 
to rule only on the question of depre} 
ciation calculation. The taxpaye 
argued that useful life meant the full 
life of the asset which was maintainec 
to be three years. The taxpayer fur} 
ther argued that salvage value mean 
scrap value at the end of the full 
asset life which was claimed to b 
zero. 

The appellate court reversed th 
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Ludey, Bulletin F, and the new regul 
lations of 1956. In a footnote the cour} 
referred to Montgomery, 37th Ed 
tion: ‘‘FKor a clear and convincins 
discussion and analysis of this prob] 
lem, leading the author to the sam 
conclusion we have reached... .’’ 
effect, the Fifth Circuit ruled (as hac 
the Third Circuit in Hertz) that th 
new regulations do not change th 
calculation of depreciation and tha 
even in 1950 and 1951 ‘‘useful life’ 
meant ‘‘in the taxpayer’s business’ 
and ‘‘salvage value’’ meant value af 
the end of such useful life. The cou 


icknowledged the fact that it was 
reaching a conclusion contrary to the 
me reached by the Ninth Cireuit in 
Yvans just one month earlier. 


. 


JOHN v. COMMISSIONER 


This case dealt with various types 
of equipment necessary to operate 
lying schools for the Army Air Corps 
from 1941 through 1944. The tax- 
Dayer and the Army Air Corps had 
ugreed that **. .. December 31, 1944 
‘epresented the reasonable maximum 
luration of the Civilian Contract 
School Program.’’ For this reason all 
ssets were written off over the period 
‘rom acquisition to December 31, 
944. No salvage value was used al- 
hough other similar schools used a 
10% salvage value. Late in 1944 the 
ssets were sold at auction at sub- 
stantial profits. 

) The Commissioner disallowed some 
»f the depreciation under the conten- 
jon that the useful life should have 
yeen ten years for shop, ground school, 
ind canteen equipment, and five years 
‘or the other equipment (including 
vutomobiles). Thus both the Commis- 
sioner and the taxpayers were advo- 
‘ating views contrary to the positions 
1eld in the other cases. Aparently, if 
lepreciation were taken over the full 
ife of the asset, the Commissioner 
greed that only scrap value must be 
onsidered as salvage. 

mihe District Judge (DC Tenn., 
L957) originally ruled that the tax- 
yayer had used the proper useful 
ives, but that a 10% salvage value 
should have been used for all movable 
“quipment. This ruling was made in 
Tebruary, 1957; however, before the 
mtry of judgment, the government re- 
juested a further finding of fact and 
. further hearing. The government’s 
‘urther argument was that in the final 
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vear, when the assets were sold, their 
actual salvage value was known and 
no depreciation deduction should be 
allowed for that final year which 
would reduce the assets below such 
actual salvage value. 

In May 1957, ‘‘based on these find- 
ings the District Judge made the fol- 
lowing additional conclusions of law: 
(1) Allowable depreciation is deter- 
mined in the light of conditions known 
to exist at the end of the tax year; (2) 
Depreciation deductions are to be ecor- 
rected in any year when it is obvious 
that a fact involving useful life is in 
error; (3) Where the actual salvage 
value of assets is known at the end of a 
tax year, depreciation is not allowable 
for that year on such assets to the extent 
that their book value at the beginning 
of the tax year is less than their actual 
salvage value; »? (quoted from 
CA 6, 259 F. 2d 371). 

In the appeal to the Sixth Cireuit 
the taxpayer acquiesced to the original 
District Court ruling which ealled for 
a 10% salvage value, but allowed the 
useful life as computed by the tax- 
payer. The government did not ap- 
peal this interpretation of useful life. 
The Circuit Court stated that one 
OLetiewe well settled principles 
governing depreciation deductions’’ 
on which the two parties were in 
agreement was that ‘‘useful life is the 
period over which the asset may rea- 
sonably be expected to be useful to the 
taxpayer in his trade or business or in 
the production of his income.’’ This 
statement was made without support- 
ing citations although the Hertz Dis- 
trict Court decision had appeared 
some two months prior to this decision. 
Thus the appellate court addressed 
itself only to the question of salvage 
value. The Court upheld the District 
Judge’s second finding and turned 
down the taxpayer’s contention that 
salvage value should be estimated at 
the acquisition of the asset and not 
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changed later. The Court cited Wier 
Long Leaf Lumber Co. (9 TC 990; 
CA 5, 173 F. 2d 549) that ‘‘an adjust- 
ment to correct for mistaken salvage 
value is no different from an adjust- 
ment of a mistaken estimate of years 
of use.’’ The court did state, however, 
that ‘“... such a change in the salvage 
value would not affect prior taxable 
years. ”’ 


SUMMARY OF PRESENT SITUATION 


It is apparent that these cases over 
the past two years have caused con- 
siderable confusion on the deprecia- 
tion question. As indicated above, the 
Supreme Court has now agreed to rule 
on the Hertz, Hvans, and Massey 
Motors cases. It is expected that the 
Supreme Court will concern itself 
with the meaning of ‘‘useful hfe’’ 
and ‘‘salvage value’’ and also with the 
question of the retroactive effect of 
the regulations. The final answer on 
these specific cases is not yet avail- 
able. However, the strong undereur- 
rent through all these cases is obvious ; 
the Commissioner objects to a dedue- 
tion of depreciation from ordinary in- 
come resulting in a later Section 1231 
gain. 

It is highly doubtful that even 
an adverse Supreme Court decision at 
this point will cause the Commissioner 
to abandon his stand. It seems quite 
likely that, either through court deci- 
sions or legislation, the combination 
of over-depreciation and Section 1231 
gain will be effectively curtailed. In 
fact, accountants probably would not 
object to such curtailment if a method 
could be devised which would not 
work a hardship upon the taxpayer 
who has not abused the depreciation 
provisions and has a legitimate capital 
gains situation. 


LOOKING TO THE FUTURE 


As indicated above, it appears tag 
in planning for the future the tax- 
payer should not expect to depreciat 
assets on a very low basis and ie 
| 


have the gain on sale taxed at capital 
gain rates. One related area that may 
now require re-evaluation in light of a 
changed depreciation policy is that of 
leasing versus purchasing of equip4 
ment. 

Not too many years ago the leasd 
arrangement was possible only witl 
automotive equipment and a few types 
of office equipment. Today it seems 
that almost everything from the pic 
tures on the wall to the carpet on the 
floor can be leased. In the past it has 
been very difficult to demonstrate con} 
clusively that either lease or purchas 
possessed definite tax advantages. Ih 
is very likely that this will continu 
to be true. The major factors in thd 
decision to lease will probably stil} 
be the non-tax factors; however, as 
in the past, the tax aspects of eae 
proposed transaction should _ be 
examined closely. 

Two hypothetical cases, one of 
short-lived asset and one of a longer 
lived asset, should illustrate the type 
of analysis needed, and also show tha‘ 
a revised depreciation policy ma 
change the tax results of such ar 
analysis. 

In all the calculations below it is 
assumed that the assets were acquired 
in the first month of the year in ordel 
to omit any compleations of partial 
year depreciation. Also, the facto 
of imputed interest has been omittec 
in order to keep the illustrations a: 
simple as possible. The purpose 0: 
these cases is not to weigh the overall 
advantages and disadvantages of lea 
sing, but simply to show how the ne 


AUTOMOBILE 
Cost—#3,000 


Depreciation deduction: 
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Former depreciation practice—4 year life, no salvage value. 

New depreciation practice—2 year life, salvage value $1,200. 

Lease Cost—#90 per month (This was quoted as a reasonable lease cost excluding all 
insurance and maintenance costs which, for this comparison will be assumed to be 
the same whether the asset is leased or owned.) 


New Practice 
(straight-line 
method ) 


Former Practice 
(declining-balance 
method ) 


BYZC aia MO te rs Men Neer Ie He Pinoy ce tha tuweeieuedeteare ee $ 1,500 $ 900 
2 750 900 
¢ 2,250 $ 1,800 
Bea csavainosutheretrom (D296) cecke. csa-cesnscspecs ve sevesersseecess $ 1,170 $ 936 
Sh h®. TBEBH OG aca ae tee so le ENE OE U SHAR CECE NCS nn on ee EP $ 1,200 $ 1,200 
EteiaT ISG CI) USS careh Mamet Cee eatin pate tte acca cthcos ie ena ka saseneh cident tice 750 1,200 
| Seve alvin, TAS ars alee, Ses Rees Shea ea ean Re ae Oe 450 0 

PIWAAEX@e ld OILS ON (2, DIG) eerste Mase osecea tere ek erence tee Geiss ceahiects 113 
Net cash proceeds (sale price less tax) ...............00000- $ 1,087 $ 1,200 

Net cost to taxpayer: 
PERG CHASE MPIC CMe e eet. ty de eases eee ne ecain Go arecieestenacs eae $3,000 $ 3,000 
HAC aSeMUC LADROCCEMS NO: Sal Cum ce crane norris sete reece 1,087 1,200 
Ne te CASbSh Ot Lay Aron, ett lene. snchers ocean ee patie. cae 1,913 1,800 
Less: tax savings from depreciation deduction ..... 1,170 936 
ENG Lm COS beeen aetna ts Serene Se anh see 8 78 $ 864 
LEASING 
Lease payments: 
Ge 0 SO mperay.ecr——mviealr's) usp. e eee ea 4 2.160 


Less tax savings therefrom 


INI@E@ORIE (WO) WEBS OE IEIE occctooscconecaeecne 


depreciation methods may affect the 
cost analysis.? 

These two, somewhat abbreviated, 
examples both show that the change 
in depreciation policy can bring the 
net cost of owning up to a point where 
leasing becomes financially more at- 
tractive. Another very important fac- 
tor in the whole problem is the timing 
of the cash outlay and the related 
interest cost. Particularly in long- 
lived assets, the year by year cash re- 
quirement should be studied. As in- 
dicated above, this element has been 

1For an excellent appraisal of the many argu- 
ments for and against leasing, see Donald R. Gant, 


“Tllusion in Lease Financing,’ Harvard Business 
Review, March-April, 1959. 


1,124 
# 1,036 


omitted from the above examples be- 
cause it is not materially affected by 
the change in depreciation methods. 

It is apparent that different tax 
brackets, useful lives, and lease ar- 
rangements can cause very different 
results. Where the asset is used for 
its full physical life and is disposed of 
for scrap value, the Commissioner’s 
new position on depreciation will make 
little, if any, difference in the total 
cost of owning the asset. However, in 
any prospective leasing situation some 
type of comparative analysis should 
be considered together with the many 
other important factors necessary in 
making the final decision. 
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SHOP EQUIPMENT 
Cost—$10,000 


Former depreciation practice—l0 year life; no salvage value 
New depreciation practice—6 year life; $3,500 salvage value 


Lease Cost—$100 per month 


Depreciation deductions: 


Max Saxmeosenhererromn (52/0) hemes cet te nee 


Salesprice of the asse tice a-eestcces se sseesseosceeess scare 
PACA UStC Cm DABS) peacectscssceecestoneonsears-peusastvotessensncanass 


Sectronglos (ea in We scnurecsrscrcssesecceeersrt cetaceans 
Mae thereon (25/0) a stecmtecee cette 
Net cash proceeds (sale price less tax)............ 


Net cost to taxpayer: 


PUM CHAS ue PLIGO, feetccss. steerer oes oe 0 $10,000 
Less: Net proceeds of sale... 
Net. Cash owtlayeeenceccceccecscomeree tareeceeeceneee cones 6,72 
Less: Tax savings from depreciation deduction.... 3,840 3,380 
INGtis COBDE 2 eetetee eceecse ccc sseerv eter ece teem dee ceereees $ 2,880 $ 3,120 
Lease payments: Lease Cost 
S152 00m permyeadt=—Om yeas settee ne $7,200 
IGS web Rewvewoleasye ((GEIG) cacececoroceen so sscspoacceBoSeeee 3,744 
Neti Costeto stax pa yen: serra eee ateare erent $3,456 


* Maximum provision permitted is $6,500 under the Commissioner’s new position that declining- 
balance depreciation may not be claimed below the expected salvage value. 


Errecr Uron Lurssor 


An important, but quite intangible, 
consideration in this whole problem is 
the effect such new depreciation prac- 
tices may have upon the lessor. This 
effect will be particularly noticeable 
in the short-lived assets. If the auto- 
mobile leasing companies are not per- 
mitted to use the declining-balance 
method and the Section 1231 gain, it 


Former Practice New Practice 

$ 2,000 $ 2,000 

1,600 1,600 

1,280 1,280 

1,025 1,025 

820 595* 

655 0 

$ 7,380 $ 6,500 

Siasbeeiessecees 3,840 3,380 

ee Bens 500) 3,500 

dessesdvacseesee 2,620 3,500 

cotati 880 0 
idensmeedesesane 220 


stincevenssoeaes $ 3,280 $ 3,500 


: 


| 
| 
| 
| 
| 
\ 
3,500 
$ 6,500 


is quite likely that they will have to 
increase their rates. They would ex- 
perience the same increase in cost of 
owning the cars illustrated above, 
which really is the increase in taxes 
they will have to pay. To the extent 
that this increase can be transferred! 
through higher lease rates the lessee} 
will be faced with the unhappy choice 
of higher costs of owning or higher 
costs of leasing. 


Present and Future Educational 


and Experience Requirements 
for Certitied Public 


Accountants in Illinois 


In 1903 the Illinois legislature en- 
cted the first law in the United States 
equiring high school graduation as 
prerequisite for the certified public 
ecountant certificate. In 1943 the law 
vas amended to further require, by 
950, 30 semester hours of additional 
tudy in schools acceptable to the Uni- 
ersity of Ilhnois; the University was 
harged with the responsibility of ad- 
unistration of the examination and 
he award of the certificates. 

In 1957 the Illinois Accountancy 
.ct was amended to provide, by 1967, 
or 120 semester hours of education 
bove the high school level. The in- 
rease from 30 to 120 hours is by 30- 
our steps, each three years, beginning 
ie 1961. 
~The development of the educational 
equirements of the Illinois law have 
hus been gradual and orderly. In 
onsideration of the effective date of 
ach change, the educational require- 
vents have been reasonable and seem 
ttainable to anyone with a sincere 


| By Ne EH. Cuirron 


desire to take the examination. The 
objective of 120 semester hours, effec- 
tive January 1, 1967, approaches, 
though it does not fully equal, the re- 
quirement of some states for the col- 
lege degree as a requirement for the 
examination. 


PRESENT REQUIREMENTS IN ILLINOIS 


In order to be admitted to the 
C.P.A. examination in Illinois, the 
candidate must : 


1. Be a citizen of the United States, or 
a person who has declared his intention 
of becoming a citizen, 

. Be a resident of Illinois, or with a 

regular place of business as a profes- 

sional accountant in the State, 

Be over 21 years of age, and of good 

moral character, 

4, Be a high school graduate, or have com- 

pleted an aeceptable equivalent course 

of study, and 

Successfully complete in colleges or 

schools acceptable to the University, 

prior to the date of filing the initial 
application ; 

a. Before January 1, 1961—30 semester 


bo 


wo 


CY 
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hours of accounting, business law, 
economies, and finance, of which at 
least 20 hours shall be accounting 
and auditing ; 

b. Between January 1, 1961 and Janu- 
ary 1, 196460 semester hours in 
the same or additional subjects, of 
which at least 21 hours shall be 
accounting and auditing; 

ec. Between January 1, 1964 and Jan- 
uary 1, 1967—-90 semester hours in 
the same or additional subjects, of 
which at least 24 hours shall be 
accounting, auditing, and business 
law, provided that not more than 
3 of the 24 hours shall be business 
law; and 

d. After January 1, 1967—120 semester 
hours in the same or additional 
subjects, of which at least 27 hours 
shall be accounting, auditing, and 
business law, provided that not more 
than 6 of the 27 hours shall be 
business law. 

It should be noted that the 1957 
law does not, even after January 1, 
1967, require a college degree. While 
the requirement of 120 semester hours 
approximates the semester-hour  re- 
quirements of most colleges and uni- 
versities for a baccalaureate degree, 
no requirement other than that of 27 
semester hours in the specific fields 
has been imposed. The schools pre- 
sumably include correspondence 
schools, schools which specialize in 
business training, and general colleges 
and universities, as in the past, pro- 
vided they meet academic standards 
sufficient to satisfy the University of 
Illinois. 

It should also be observed that once 
the applicant has met the educational 
requirements and filed application 
with the University to take the exam- 
ination, he is not required to meet 
later increased educational require- 
ments even should he initially be un- 
successful in passing the examination. 
(Whether the appheant must actually 
have taken the examination to avoid 


meeting later increased requirement 
is not stated.) 

Illinois, as all other states, uses th! 
uniform C.P.A. examination of thi 
American Institute of Certified Publi 
Accountants. The examination is ad} 
ministered by the Committee on Ac 
countaney of the University of Ili 
nois. Illinois, again as most othe} 
states, is presently employing thj 
grading services of the American ly 
stitute of Certified Public Account 
ants, on an advisory basis. Th 
examination is divided into four parts 
accounting practice, theory of ac 
counts, auditing, and commercial law. 
In Illinois separate grades are giver 
the candidate for accounting (theor; 
and practice, a weighted average) 
for auditing, and for commercial law 
The passing grade in each area is 7 
of a possible 100. 

Candidates who ‘‘condition’’ a par 
of the examination are permitted t 
take that portion of the examinatioy 
again without rewriting the entir 
examination. The candidate has thre 
chances out of the next six examin 
tions (three years, examinations re 
peated semi-annually, May and N 
vember) to remove the condition 
Should the candidate fail to remov 
the condition within the three-yea 
time limit, or should he fail the entir 
examination initially, he must waij 
one full year to re-apply, and mus 
first present evidence of completing 
additional preparation for the exam 
ination. 

Under present rules of the Commi 
tee on Accountancy, to attain ‘‘eond] 
tion’’ status, the candidate must: 

1. Pass accounting (theory and practice} 

and attain grades of not less than 

in auditing and law; or 
2. Pass auditing and law, and attain 


grade of not less than 60 in accoun' 
ing; or 


3. Pass accounting and either auditing or 
law, regardless of grade achieved in 
the subject not passed. 

The Committee is authorized by 
iw to charge a fee of not more than 
90.00 for the examination and issu- 
nee of the CPA certificate. At pres- 
at, lesser amounts are being charged 
ersons taking parts of the examina- 
on for the purpose of eliminating a 
‘condition’’ grade in a specific sub- 
set or subjects. 


IXPERIENCE REQUIREMENTS, AND REG- 
ISTRATION TO PRACTICE 

To practice public accounting in 
Hinois, a ‘‘certified public account- 
t’’? must register with the Depart- 


| : 3 : 
nent of Registration and Education 


ce 


s a ‘‘publiec accountant.’’ Registra- 
ion may be obtained by the success- 
ul examination candidate when he 
as also satisfied the experience re- 
uirements of the law, which requires 
rom one to three years practical ex- 
erience in the employ of a licensed 
ublic accountant. This experience 
aay be obtained either before or after 
he candidate passes the examination. 

The Department is authorized by 
aw to accept successful completion of 
wo years’ study in a college or uni- 
ersity in leu of one year of experi- 
nee, and successful completion of a 
egular four-year course of study in 
ieu of two of the three years’ required 
xperience. 

The experience requirements were 
dded to the [linois law in 1943 and 
vere not changed by the 1957 Act. 


JATURE OF THE CPA CERTIFICATE IN 
ILLINOIS 


Illinois is somewhat unusual among 
he 50 states of the United States be- 
ause its CPA certificate is in the na- 
ure of a degree awarded by the Uni- 
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versity of Illinois upon meeting the 
specific requirements and_ suecessful 
completion of the examination (Utah 
has similar provisions). The certifi- 
cate does not, in itself, entitle the 
holder to practice publie accounting. 
No experience is required to take the 
examination. Experience in publi¢ ae- 
counting is required to obtain regis- 
tration with the Department of Regis- 
tration and Edueation as a ‘‘ public 
accountant,’’ and since 1948, only 
holders of C.P.A. certificates may 
qualify. Thus, to become a ‘‘public 
accountant’”’ in Illinois, one must be- 
come a ‘‘certified public accountant.’’ 


WHAT OF THE FUTURE? 


In 1956 the Commission on Stand- 
ards of Education and Experience 
for Certified Public Accountants made 
various recommendations, some of 
them relatively long-range, for the 
preparation of individuals for public 
practice as CPAs and the accreditation 
of those individuals as CPAs. This 
Commission was composed of 24 indi- 
viduals, from both the fields of public 
practice and of education, and in- 
cluded members of numerous state 
organizations of CPAs, the American 
Institute of Certified Public Account- 
ants, the American Accounting Asso- 
ciation, the Association of CPA Exam- 
iners, and the American Association 
of Collegiate Schools of Business. 
Among the recommendations of the 
Commission were : 

1. The requirement of completion of a 
college program leading to the baceca- 
laureate degree, including a substantial 
amount of general and cultural courses, 
as a necessary preliminary to further 
training for public accountancy as a 
CPA. The equivalent of an account- 
ing major would be a requirement of 
this degree. 

2. The requirement of completion of an 
additional professional academic train- 
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ing program of not less than twelve 
months pointed directly toward spe- 
cialized training in public accountancy. 

3. That the CPA examination be given at 
the conclusion of formal training and 
that both the compilation and the grad- 
ing of the examination be pointed solely 
towards testing the results of the aca- 
demic program. 


With this background together with 
the other recommendations and future 
development envisioned by the Com- 
mission, the members stated the belief 
‘‘that the CPA certificate may even- 
tualiy come to be interpreted uniform- 
ly as a mark of competence, obtained 
through the formal educational pro- 
cess, to enter the profession of public 
accountancy as a CPA.”’ 

As a transitional goal, the Com- 
mission recommended the requirement 
of : 

1. College graduation, including comple- 

tion of an accounting major, 

2. Satisfactory completion of the uniform 
CPA examination, 

A minimum of two years of practical 
experience in public accountancy under 
the guidance of a CPA. 


wo 


Certainly if the certified public ac- 
countant is to be recognized as a pro- 
fessional, a man specialized and com- 
petent in his field, the requirement of 
a college degree should be an objective 
in Illinois not later than 1970. (Some 
states, in fact, now require a college 
degree for the examination, so we will 
be far from the forefront in setting up 
such a standard.) Professional aca- 
demic training beyond the college de- 
gree iS certainly a desirable, if not a 
practical requirement. The CPA will, 
to an increasing degree, be dealing 
with college graduates in practically 
all lines of business, and certainly his 
education, both formal and acquired 
after graduation, must equal that of 
the persons he serves. 

It is hoped that there will never be 


an experience requirement in I1linoi: 
as a prerequisite to taking the CP. 
examination or any part of it. If an 
applicant can pass an examinatior 
that is necessarily and properly theo 
retical, he should not be denied th 
opportunity. On the other hand 
many accountants, including som 
members of the Commission on Stand- 
ards, believe that the CPA certificat 
should be more than a stamp of ap- 
proval of one qualified to enter the 
field of public accounting. These per- 
sons, and I include myself, would re- 
quire experience in the specific field) 
of public accounting, whether before 
or after passing the CPA examination, 
before the CPA certificate is awarded. 

In general, Illinois appears to have 
a good public accounting law at pres-+ 
ent. Over a period of time, the educa 
tional requirements should be raise 
to conform with the general objectives 
outlined by the Commission on Stand- 
ards. It is to be hoped that the con- 
fusion of terms, ‘‘public accountant”’ 
and ‘‘certified publie accountant,’ 
mentioned in the preceding section} 
may eventually be eliminated. Per+ 
haps this can be accomplished by with- 
holding the awarding of the CPA cer+ 
tificate until the experience require 
ments have been met. If the Depart- 
ment of Registration and Education! 
of the State of Llinois is to register} 
persons entitled to practice in the} 
state (in our profession as in othe 
professions), perhaps the Universit 
of Illinois should also be charged wit 
the responsibility for approval of th 
individual’s experience and certifica 
tion to the Department of individual 
who have both passed the examination 
and met the experience requirement} 
of the law. 


The awarding of the CPA certifi- 
cate would thus become synonymous 
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vith the right to practice public ac- 
ounting in the State of Illinois. The 
yenefits of regulation by the state 
vould be merged with the benefits of 
recognition by the publie of an in- 
lividual fully qualified to serve the 
dublic by background of training both 
formal and practical. 


The further development of the 
Illinois Accountaney Act as related 
to the long-range recommendations of 
the leaders of the profession, will in- 
deed be of interest to certified public 
accountants. Indeed, the development 
of the practice of public accounting 
itself, is of vital interest to those 
in practice and the public they serve. 


INVENTORY OBSERVATION 


3y O. Evprep GouGcH 


The auditing of inventories gen- 
erally presents a greater challenge to 
the independent accountant than any 
other balance sheet item. Therefore, 
any CPA who treats lghtly his re- 
sponsibility in the area of inventory 
observation is flirting with danger. 
Such a practice might well result im 
the loss of both professional reputa- 
tion and personal fortune. Because 
of the great diversity in the physical 
makeup of the components, and the 
varying degrees of inventory control, 
it is imperative that the auditor exer- 
cise all of the skill, ingenuity, and all- 
around professional judgment at his 
command in the verification of inven- 
tories, particularly as to quantities. 

Bankers and other credit grantors 
tell us that the cases coming to their 
attention involving violations of gen- 
erally accepted auditing procedures 
are more prevalent in the areas of in- 
ventory observation and confirmation 
of accounts receivable than any other. 
A serious error that can place the 
CPA in the bankers’ ‘‘dog-house’’ is 
the release of a long-form report in 
which the CPA renders an unqualified 
opinion and then explains in the com- 
ments section of the report that in- 
ventories were not observed and ae- 
counts receivable were not confirmed. 
Bankers state that they still are receiv- 
ing such reports. 

Because inventories are often a very 
material item in balance sheets and 
do have a material effect on the deter- 
mination of cost of sales, and because 
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of the disclosed lethargy by some ae- 
countants in the audit of inventories, 
it seems a good time to review the sub- 
ject of inventory observation. In 
doing so, it will be considered in three 
phases: (1) Minimum requirements as 
set forth in pronouncements by the 
American Institute of Certified Pubhe 
Accountants; (2) Important auditing | 
procedures necessary to satisfy these | 
requirements; and (3) Review of | 
some specific inventory situations. 

Obviously, it is not possible to go 
into detail in each phase. Therefore, 
consideration is limited to those points } 
generally considered most important, 
together with those that may be ap- 
pleable in special situations. 


(1) Minimum REQUIREMENTS AS SET 
FortH IN PRONOUNCEMENTS BY 
THE AMERICAN INSTITUTE OF 


CERTIFIED PuBLIC ACCOUNTANTS— 


—— 


At the 1939 annual meeting, the 
membership of the American Insti-} 
tute approved the ‘‘extension of audi- 
ting procedures,’’ one extension of} 
which was the requirement for the} 
observation of inventories. Failure to 
apply such a procedure, where prac-} 
ticable and reasonable, in general, pre- 
cludes the expression of an opinion on 
the fairness of the financial state- 
ments taken as a whole. The pro-} 
cedure, inventory observation, must! 
be both practicable and reasonable. 
In the province of auditing, prac-} 
ticable means ‘‘eapable of being done 
with available means’’—or—‘‘ with 
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eason or prudence’’; reasonable 
eans ‘‘sensible in light of the sur- 
ounding circumstances. ’’ 

A close analysis of this extension of 
uditing procedure leads to the con- 
lusion that it ineludes nearly all 
f the inventory audit situations en- 
ountered; there are very few cases 
vhere it is not practicable and reason- 
ible to observe the taking of physical 
nventories. Among the cases where 
t is not practicable and reasonable are 
he following: 


A. Where the auditor has been engaged 
to examine the financial statements 
after the physical inventory has been 
taken. In such cases, assuming that 
the beginning inventories had been ob- 
served by reputable CPAs, an alter- 
native procedure at the year end might 
be physical tests made subsequently, 
and this procedure might be a satis- 
factory substitute for observation of 
the inyentory-taking. He may also 
examine written procedures prescribed 
for the inventory-taking, review the 
original tags or sheets, and make 
suitable tests of the compilation. 

B. In times of emergency, Government 
requirements may prohibit shutdown 
and interruption of production for in- 
ventory purposes. When, for this or 
any other reason, work-in-process in- 
ventory can not be taken in the cus- 
tomary way, the auditor must exercise 
his ingenuity to find a reasonable sub- 
stitute. Quantity records maintained 
for labor bonus purposes may be 
priced and extended and the total com- 
pared with the control account; records 
of finished production may be exain- 
ined after the inventory date to deter- 
mine quantities produced. Such pro- 
cedures may offer a satisfactory basis 
for an opinion. 


In these unusual situations where 
he extended procedures are not used 
ind alternative procedures can be 
mployed which will enable the CPA 
© express an opinion, he should, if 
he inventories are material in amount, 
lisclose the omission of the procedures 
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in the general scope paragraph with- 
out any qualification in the opinion 
paragraph to such omission. In de- 
ciding upon the alternative procedures 
to be employed, the CPA must keep 
in mind that he assumes responsibility 
for the opinion expressed. 


(2) Important AUDITING PROCEDURES 
NECESSARY TO SATISFY THESE RE- 
QUIREMENTS— 


The ideal time for taking the inven- 
tory is the end of the reporting year. 
As a practical matter, however, if this 
were the case with all clients, it would 
be virtually impossible for the ae- 
countants to cover all of the engage- 
ments. Fortunately, many companies 
have adopted the practice of taking 
inventories at some date other than 
the year end. Others have a continu- 
ous program of taking physical in- 
ventories throughout the year, cover- 
ing all items at least once a year. 
These practices may be acceptable to 
the independent accountant if the 
company records are maintained so 
that he can perform additional tests 
necessary to satisfy himself that the 
inventory is fairly stated at the bal- 
ance sheet date. The same observation 
procedures will be generally applicable 
regardless of the inventory taking 
program used by the client. 

The primary objective in the obser- 
vation is to ascertain that the inven- 
tory is fairly stated. This objective 
may be achieved by determining that 
the methods employed in the physical 
count produce an accurate inventory. 

The best way for the auditor to 
satisfy himself in this respect is to 
observe the inventory teams at work 
to see that the instructions for taking 
the inventory are being carefully fol- 
lowed. It is always desirable to have 
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prepared a set of inventory instrue- 
tions well in advance of the physical 
eount. The teams should become fam- 


iliar 


with them. The instructions 


should include provision for: 


A. 
B. 


C. 


D. 


EK 
4s 


The auditor 


Control over inventory tags. 

Having tags attached to all materials, 
together with full description of items 
and stages of completion for work in 
process. 

Two countings of material noted on 
each tag, and in the event of differ- 
ences, provide for a third counting. In 
certain eases it may be acceptable to 
have only one complete counting crew 
and one erew to follow and count sec- 
tions on a test basis. 

Assurance that obsolete, spoiled, 
serapped, or slow-moving materials are 
inventoried, and that the tag is cor- 
rectly marked. 

Upon completion of the count, an in- 
spection by responsible individuals to 
ascertain that each section has been 
counted. They will then detach the 
tags and account for all tags used. 


should assist in the 


planning of the inventory procedures 
and several days before the actual 
physical counting begins, he should 
inspect the premises to see that the 
physical arrangement is such that a 
good count is both possible and prob- 
able. If the arrangement is extremely 
poor, he should request that the stock 
be rearranged. 

In order to satisfy himself of the 
effectiveness of the inventory count, 
the auditor should make the following 
observations or tests: 


A. 


B. 


Identification and Description. The 
auditor should inspeet some items of 
stock, determine the source of descrip- 
tion, see that proper differentiation is 
made for the various stages of work in 
process, and check his findings with 
production personnel. Conflicting an- 
swers to his questions may cause doubt 
whether the chent’s employees taking 
the inventory are actually 
with it. 

Segregation or Notation of Slow-Mov- 
ing, Obsolete, or Damaged Goods. Fre- 


familiar 


C. Control of Tags or Sheets. The auditor 


D. 


K. 


quently such items can be recognized) 
by the auditor, or personal inquir 
together with a review of perpetual! 
records may reveal their existence. 


should determine that each inventory 
team is responsible for a sequence of 
prenumbered tags and that each team 
must return those unused or spoiled. 
He should determine that an employee 
accounts for all tags at the completion 
of the inventory. He should observe 
that all items have been properly 
tagged or marked to avoid duplication 
or omissions. 

Practices in Verifying Individual 
Counts. The auditor should observe 
some of the counts, noting that quan-; 
tities and descriptions are accurately 
recorded on the tags of inventory 
sheets. The auditor himself will nor-! 
mally make a certain number of test 
counts, including some items of sub- 
stantial value; in the event that dif- 
ferences between the limited test counts 
which the auditor makes and the counts 
by chent’s employees, the auditor may 
insist upon recounts of the entire see 
tion in which the unsatisfactory con- 
dition exists. 

If inventory sheets are used instead 
of tags, he should select some items} 
from the sheets to count on the floor, 
and also trace some items on the floor 
to the inventory sheets. 

Random tests should be made of the} 
contents of the packages. It is not} 
reasonable to expect that many ori- 
ginal cartons or packages be broken 
open or that an unreasonable amount} 
of inspection be made of items not} 
easily accessible, but when the auditor} 
suspects that the inventory is not well 
taken, he should take all steps which 
he belheves necessary to allow an aceu- 
rate count. 

Practices in Obtaining Proper Cutoff. 
At the time of the inventory, the audi- 
tor should visit the receiving and 
shipping departments, noting the last 
receiving and shipping document num- 
bers, and ascertaining that each de- 
partment has been informed that no. 
receipts after and no shipments before. 
the cutoff should be ineluded in inven- 
tory. It is frequently desirable for re- 
ceiving and shipping departments to 
earmark materials which should not be 


included in the inventory. The auditor 
can usually make a check of the records 
of these departments after the inven- 
tory count, and compare the receiving 
and shipping ecut-off numbers to ac- 
counting department records. 

Manufacturing operations should be 
suspended for the physical inventory ; 
if they are not, unusual care must be 
taken to control the movement of 
inventory. 


The need for complete working 
vapers of the observation of inven- 
dries cannot be over-emphasized. Any- 
ne who reviews the working papers 
ta later date should be able to deter- 
nine exactly what was done. 

The auditor should note counts of 
ertain items and other data to be 
hecked later when he receives the 
inished inventory records. He may 
‘equest and retain control of duplicate 
nventory stubs or sheets which he 
hhould compare to the physical inven- 
ory records. If he does not receive 
luplicate count records, he may note 
tems from the original counts to be 
-hecked to inventory summaries. 

In his review of internal control, 
he auditor should determine the pro- 
edures used to inventory goods on the 
yremises belonging to others, such as 
‘onsignments-in, bailments, goods on 
ipproval, and goods held for repair ; 
vhile the physical inventory is being 
aken, the auditor should be satisfied 
hat these items are properly identi- 
ied, that employees are aware of the 
ature of the items, and that they are 
‘ecorded as the property of others. 
[he auditor can later make such tests 
ff accounting or other records needed 
o give him assurance that the prop- 
rty of others is properly recorded. 


8) Review or SoME SpeciFic INVEN- 
TORY SITUATIONS— 


A. Materials stored in piles (scrap 
iron, iron ore, coal, ete.) 


ie 


bo 
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Problems: 


(a) The ground on which the 
pile rests may not be level; 

(b) The material may include 
both heavy and light metal, 
making it impracticable to 
use a common measure of 
weight per unit of volume; 
of volume; 

(ec) The extent to which the 
pile has sunk into the 
ground may not be deter- 
minable; or 

(d) The density of the pile may 
not be uniform beeause a 
variety of shapes has caused 
uneven packing. 


Special Tests: 
While physical tests of quanti- 
ties by the independent auditor 
would not be practicable and 
reasonable in such circumstances, 
there may be other factors which 
can guide him to either accept 
or decline the representations of 
his client. 

(a) One sueh factor is the meth- 
od of handling and account 
ing for piles. If withdrawal 
from a pile has started but 
no additions have been made, 
each pile in turn should be 
completely liquidated before 
starting another, thus allow- 
ing a check upon the acecu- 
racy of its contents. 

(b) If this method is not used, 
the auditor may wish to em- 
ploy professional appraisers. 


. Inventories of packaged materials 


(barrels, boxes, or bags) stacked in 
solid formation. 


il. 


One of the dangers in these situ- 
ations is the presence of a ‘‘hol- 
low square.’’ To detect this, 
the auditor should climb to the 
top of the packaged materials 
and inspect the stack from above. 
He may also want to have some 
packages broken to verify the 
the contents. 

A special ease of a paint factory 
is known; the auditor observed 
the count of one large section 
of five gallon cans supposedly 
filled with paint. The cans were 
stacked quite high and he asked 
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to be lifted by one of the lift 
trucks in order that he might 
see that there was no ‘‘hollow 
square.’’ When he stepped on 
top of the stack, it almost top- 
pled down because the paint cans 
were empty. 

The auditor should ‘‘sound 
out’’ packages selected at ran- 


dom to determine that empty 
containers are not being inven- 
toried. 
GC. Inventory stured in bins tanks, 
grain elevators, ete. 
J. Dangers: 
(a) False bottoms or unfilled 


sections. 
(b) Containing merchandise of 
less value than represented. 


2. Additional tests to guard against 
these dangers: 

(a) Sound out the bin or tank 
by hitting it with a hammer 
at various heights. Such a 
procedure should reveal hol- 
low spaces, unless the bin 
is made of conerete. 

With a lght, look down in 
the bin or tank to see that 
the merchandise is as rep- 
resented. 

(c) Draw some of the contents 
from the hoppers, taps, or 
spouts to determine that 
they are as represented. 
Measure from top of. stor- 
age facility down to the 
the contents at various 
points, then compute the 
volume content. 


(b) 


(d) 


A situation is known where the 
auditor observed an inventory involy- 
ing four different petroleum by-prod- 


ucts stored in large tanks. In this 
case, some of the by-products were 
more valuable than others and the 
auditor was not able to tell the differ- 
ence by inspection. So he drew 
samples of each of the by-products: 
and numbered the bottles. The audi- 
tor, being the only one knowing whie 
sample came from the _ respective 
tanks, then took them to the client’s 
laboratory located in another city and 
had them analyzed. By this procedure, 
the auditor was able to determine that! 
the contents of the tanks were as# 
represented. | 


CONCLUSION 

To summarize, it is necessary for anj 
auditor to consider all conditions sur- 
rounding the physical inventory count 
to determine if it is possible or rea- 
sonable to perform sufficient proced- 
ures to enable him to render an un- 
qualified opinion. If such an opinion} 
is possible, then carefully planned! 
programs must be drafted, imcluding 
all steps from the initial imstructions 
tO Inventory teams to the verifica- 
tion of the final inventory summary. 
One should always be careful not to} 
stretch his rationalizations to such 
a point that unqualified opinions are} 
rendered based on extendea r¢ 
cedures of less than the established} 
requirements. To do so is to take un- 
warranted personal risk and delay) 
the time of complete public acceptance} 
of the accounting profession. 


INVENTORY 


b, 
CALENDAR—FISCAL—PROBATE 
COURT-SALES—FIRE 


Now available in 13 Midwestern States. We are an independent 
inventory service—using only trained inventory personnel, specializ- 
ing in the retail business field. 


Over 2100 satisfied accounts and in all probability, we may be servic- 
ing one or more of your accounts at the present time. 


We are not an accounting or calculating service, our service is limited 
to the taking of a physical inventory, itemized or non-itemized depend- 
ing on the circumstances for which it is needed. 


Guaranteed Accuracy—the following is a list of the various accounts 
we are now servicing. 


Drug Stores Clothing—all types 
Hospitals Shoe 

Photographie Hardware 

Grocery Supermarts Liquor 

Stationery Cigar 

Variety & Novelty Appliance 


For further information phone or write. 


Inventory Is Our Business 


MANGINI & ASSOCIATES, INC. 


Over 20 Years of Inventory Service 


800 W. NORTH AVENUE MOHAWK 4-4720 CHICAGO 22, ILLINOIS 
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Ask for Brochures 
on any of these 
STATISTICAL 

Services 


Sales Analysis 
Inventories 


Accounts Receivable 
and Payable 


General Accounting 
Production Planning 
Payroll 

Association Statistics 
Insurance Accounting 


Market Research 
Tabulations 


Electronic Computer 
Service 
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DATA-PROCESSING 
. SERVICE 


Help Your Clients AUTOMATE 
To Keep Their Records UP-TO-DATE 


Your clients don’t have to be “BIG” to take 
advantage of the latest punched card tabu- 
lating techniques to save time and money. 

STATISTICAL makes it possible for any com- 
pany to get data-processing benefits without 
investing in additional equipment or person- 
nel. This service provides all reports needed 
on a low-cost, pay-as-used basis. 

For your clients who have tabulating de- 
partments, STATISTICAL’S facilities are avail- 
able to cut costs in handling overloads, con- 
versions or other special assignments. 

Our methods engineers are ready to work 
with you in applying automatic techniques 
for your clients. 


Facilities at STATISTICAL include IBM 650 


computers which open up new avenues of 
cost control to management. 


Just write or phone HArrison 7-4500 


STATISTICAL 


TABULATING CORPORATION 


Established 1933 


TABULATING CALCULATING + TYPING 
TEMPORARY OFFICE PERSONNEL 


53 W. Jackson Blud., Chicago 4, Ill. 

Phone HArrison 7-4500 
CHICAGO + NEWYORK + ST.LOUIS. - 
CLEVELAND + LOS ANGELES -~ 
SAN FRANCISCO. + 
PHILADELPHIA « 


NEWARK 
KANSAS CITY 
MILWAUKEE 

PALO ALTO 


